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PREFACE

THIs investigation of the Reichsbank in the decade 1924 to
1933 is a study in central bank control. It was undertaken in
the belief that our knowledge of the operation of central banks
is altogether too limited to permit of broad generalizations con-
cerning the objectives and techniques of monetary management.
In spite of the introduction of stabilization funds and Treasury
operations with partial control functions, central banks have
been in the past, and are still to a very large extent, the institu-
tions entrusted with monetary control. The battle is now joined
between those who claim much for the management of money
and those who deny to the managers either wisdom or power
to achieve their ends. Too often the argument on both sides
rests upon a factual background inadequate to support any valid
conclusions and one is faced with the contemplation of mere
assertions of personal preference. One of the best ways to dis-
cover what the objectives of monetary management may be and
how they may be attained through specific control techniques is
to increase our knowledge of the actual operation of central
banks as they meet and deal with the problems that arise. The
central bank of Germany in the decade under discussion offers
unlimited possibilities for such a study.

The present study begins just as Germany, impoverished and
nervous, was making fresh contact with the post-war world.
Her currency had been stabilized and her Bank law rewritten ;
the reparations question was for the time being settled. It ends
with the year 1933 when she turned her back upon international
political and economic theory to embrace National Socialism.
The decade covers, therefore, the beginning and the end of the
Reichshank as a free central bank endowed with certain powers
over the credit life of the nation. It was my original intention
to indicate in a final chapter the changes that have taken place
since 1933 in the Reichsbank, the commercial banking system
and the money market, and even in the concept of monetary
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8 PREFACE

control itself. It soon became apparent, however, that any such
study must be independently conceived; for the changes in the
money and credit life of Germany have been too far-reaching
to be handled adequately in the space of a chapter. The material
in the following pages must be read with the terminal date
clearly in mind. An analysis of the Reichsbank in the Third
Reich is the subject for a later volume,

My indebtedness to Dr. James W. Angell of Columbia Uni-
versity is greater than can be acknowledged. The study was
conducted under his direction and at every point it has bene-
fited by his criticism and suggestions. Not only am I grateful
for his direct help but also for the more intangible support
which came from his steady encouragement and from the ex-
ample of his scholarship. The leisure to complete the manuscript
was made possible through a fellowship granted by The Brook-
ings Institution. To them, and particularly to Dr. Charles O.
Hardy, I express my thanks. I am also indebted to my many
friends in Germany who gave freely of their time, their
libraries, and their own detailed information when the intric-
acies of the German banking system and of the stock exchange
were beyond my unaided understanding.

MiLprep B. NorTHROP

WasHINGTON, D. C.
DECEMBER 29, 1937.
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CHAPTER I
INTRODUCTION

THE words central bank control have come to have a mean-
ing that is identified with social welfare. A central bank is,
by common consent, a bank endowed with a public purpose.
Control, therefore, means the use of particular techniques to
achieve particular ends considered desirable by the public body
in which the central bank operates. Acceptance of this definition
of central banking and central bank control focuses attention
upon the objectives of the central bank and the possibility of
attaining these objectives through manipulation of the money
and credit mechanism. A central bank consciously formulating
objectives considered desirable for the particular economic body
in which it functions and seeking to bring about its objectives
through control techniques directed toward particular ends
becomes a very different institution from the pre-war concep-
tion of a central bank. I recognize the fact that whenever we
discuss a problem that is connected with questions of social
welfare and public policy we are entering into a controversy
in which no final answer is now possible. We may never agree
as to the means of attaining social welfare or even as to what
constitutes social welfare but the recognition of the fact that
our disagreement is grounded in a different philosophical bias
at least clears the air. It gives us the advantage of seeing just
what it is, basically, about which we are agreeing or disagree-
ing. This is no mean advantage. It is, in fact, the keystone in
effective criticism of money and banking theory.

Until recently, the desirability of a central bank has been
taken for granted. This uncritical acceptance of desirability is
a part of our heritage from England and our admiration of
the English banking system. In the light of more recent dis-
coveries of the early manipulation of world money markets by
the Bank of England we are forced to a deeper criticism of
central banking itself.

17



18 CONTROL POLICIES OF THE REICHSBANK

In the latter years of the nineteenth century and in the early
years of the twentieth, central banks were “ scattered broadcast
over Europe ”, all more or less patterned after the Bank of
England. It was assumed that what the Bank of England had
been able to accomplish for the English economy could be
accomplished by each central bank for its own nation. It now
seems apparent, however, that the new central banks were not
only patterned after the Bank of England but also that they
were subjected to its dominance and to the dominance of the
English money market over the money markets of the world.

The international credit regulation of the Bank of England
in the pre-war period was unquestioned and unquestioning. It
was a gentle manipulation of the money and credit mechanism
set in terms consistent with the regulation of gold flows and
capital movements. Underlying such regulation was the basic
notion of the ability of gold flows to aid in the international
regulation of price levels, the foreign exchanges, and the trade
balance. The theory upon which the Bank of England controlled
the English money market—and through it the money markets
of the world—was one that developed out of the English
money market and its relationship to the Bank of England. The
control of the English money market was made internationally
effective because of the predominant importance of pre-war
London as a financial center.

The existence of credit regulation, however, either on a
national or international scale was not admitted by the Bank
of England in the pre-war period. The Bank’s stated objectives
never went beyond the maintenance of a gold supply sufficient
to redeem its notes at par. Nevertheless, the existence of a well-
defined international money market and the unobtrusive control
exercised by the Bank of England over that market seems now
to have been one of the essential conditions necessary to main-
tain the gold standard and the ‘‘automatic” nature of the
‘“ self-regulatory ” monetary mechanism. For almost a century
prior to the war, England maintained the international suprem-
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acy of her money market and backed that supremacy by con-
sistent beliefs in free capital movements and free trade.

It was in the attempts to rebuild the gold standard after
the war that structural changes of deep-rooted significance
appeared in the international economy. The abortive attempts
to reestablish and maintain the international gold standard be-
tween 1924 and 1933 seem now to have been the result of nos-
talgia for ““ the good old days ”, rather than an attempt actually
to recreate pre-war conditions which made those days possible.

As a result of the war, England lost her position of inter-
national supremacy and the Bank of England was no longer
able, by controlling the English money market, to establish that
pressure on the money markets of the world that was so bound
up with pre-war credit regulation. Central banks were estab-
lished even more rapidly than in the decade before the war and
each central bank was attempting to solve independently na-
tional monetary problems. National problems, pressing for im--
mediate solution, brought an abandonment, in wﬁol»e or in part,
of the basic concepts which supported the pre-war equilibrium
and which had induced the comfortable belief in a self-regu-
latory monetary mechanism.

The effect of these post-war changes is particularly apparent
in Germany. The problems connected with them are not Ger-
many’s problems. To anyone interested in central banking it is
painfully apparent that any analysis of post-war changes which
leads only to an attempt to recreate the pre-war interrelation-
ships is in the nature of wish fulfillment. Central banking has
become self-conscious in the last twenty years. And a part of
that self-consciousness is a wish to answer the question, #hat
s a central bank? We do not know. We do not know what
central banking was in the pre-war period. What was the rela-
tionship of the Bank of England to the other central banks?
Was the control of the Bank of England over the money
markets of the world essential to the operation of the pre-war
gold standard? If so, is the concept of a central bank in truth
that of o central bank—that is, in order to obtain the maximum
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control of the money and credit mechanism must credit regula-
tion be centered in one international central bank? Again we
do not know. .

The post-war literature on central banking is confused, young
and unformed. And I suspect that a part of the confusion lies
in the fact that we have become self-conscious without becom-
ing critical. The charm of the pre-war Bank of England lay
in its assumption of supreme indifference to world problems
of credit regulation. Its problem was to maintain the gold value
of the Bank of England note. We now speak glibly of credit
regulation and of central bank control but we still maintain an
attitude of indifference to the problems involved in the very
words regulation and control.

Most post-war money and banking theory begins with the
assumption that central banking is desirable (or inevitable),
and controversy then relates to the objectives of central
bank control and the possibility of achieving those objectives
through certain control techniques. Should control be considered
as the minimum regulation essential to ‘ pure banking ” such
as the holding of reserves, the provision of discount and clear-
ing facilities and the like? Or should it be designed to stabilize
the price level, the money market, or general business condi-
tions? Should it be interested primarily in the prevention of
panics or speculation? Should it be designed to control the rela-
tionship between savings and investment? To a large extent,
an evaluation of these and other conflicting objectives is im-
possible at the present stage of our knowledge of the actual
operation of the money and credit mechanism.

The following study is not an attempt to answer all of these
questions. It is, rather, a detailed study of the attempts of one
nation to readjust itself to the shifting post-war scene. The
very fact that one nation registered, sensitively, the effects of
structural changes in international economic relationships
brings the theoretical and practical problems connected with
those changes into bold relief; problems—in so far as central
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banking is concerned—that can no longer be considered as-
peculiar to Germany.

Then too, this study of the Reichsbank gives sharp outline to
problems of national central bank control. The Reichsbank
was, before anything else, a national central bank preoccupied
with national policies of public welfare. It was forced to assume
drastic control powers to guarantee the stability of the reichs-
mark. From the very beginning of 1924, it formulated objec-
tives for the German economy conceived in the broadest terms.
The Reichsbank is, therefore, one of the best examples in the
post-war world of a central bank conscious of its public char-
acter and willing to go to any lengths to achieve objectives
which it set up as desirable. Many of the problems inherent in
present money and banking controversies as to objectives and
techniques confronted the Reichsbank in the early days of the
post-stabilization period.

The following study is divided into two parts. Part I deals
with the background of central bank control in Germany from
1924 to 1933. It is concerned primarily with an analysis of
the factors that limit and condition the operation of a central
bank; factors such as the Bank Act itself, the organization of
the commercial banking system, and the money market. Part I
also contains a short history of the economic development of
Germany during the decade. Part II is a critical analysis of
the control techniques of the Reichsbank from the point of
view of the particular objective the technique was supposed to
serve.

The problems of the techniques—the tools—of central bank
control is one of the most pressing ones of central banking.
Not only do we not know very much about the correct use of
the tools that have already been devised, such as the discount
rate, open market operations and the like, but we have not been
very clever in devising new tools to meet new situations as they
have arisen. The criticism of the techniques of central bank
control and the recognition of the necessity of new ones are
themselves a part of the post-war change that has taken place in
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money and banking theory. As long as the Bank of England
was able to regulate the international money market, the tech-
nique developed by the Bank of England—discount policy—
was inextricably bound up with the idea of central banking.
What could not be accomplished through bank rate changes
could not be accomplished by a central bank. The introduction
of the concept of specific welfare objectives into central bank
control, and the identification of these objectives with national
interests, have shifted our attention to the possibility of attain-
ing these goals through other methods of manipulating the
money and credit mechanism.

The possibility of central bank control rests, in the last
analysis, upon the ability to develop tools of control which can
be used with skill and precision. This study is an attempt to
determine, as exactly as possible, the degree of skill developed
by one central bank in the use of its control techniques.



PART I

THE BACKGROUND OF CENTRAL BANK
CONTROL IN GERMANY






CHAPTER I1I
THE REICHSBANK

THE positive provisions of the Bank law requiring the cen-
tral bank to carry out certain stated aims and purposes, and the
limitations placed upon its activities, give the legal framework
within which the institution functions. The application of the
law through the practical administration of the Bank, in the
wider background of the whole economic and social body, vital-
izes the empty legal form. In the Bank Act, one finds the state-
ment of the public purpose which the central bank is supposed
to carry out. One finds, however, in the Bank’s efforts to carry
out its purposes a new development which takes place in
those purposes through time. An institution such as a central
bank is constantly being refashioned by the forces which play
upon it. In this chapter we are concerned only with an analysis
of the legal provisions of the Bank Act, and with an analysis
of the business of the Bank as it is normally carried on.

Although we are here dealing primarily with the Reichsbank
in the years 1924 to 1933, after it was completely reorganized,
the fact must be kept in mind that the Reichsbank had served
the German nation as a central bank for almost fifty years prior
to its new charter in 1924. Established in 1875 as the central
bank of the new German nation, which came into existence
after the Franco-German war of 1870, the Reichsbank had
aided materially in the transformation of the banking system
of that time into the modern and fairly uniform banking organi-
zation of 1914. Its habits and practices had impressed them-
selves on the German economy, and all persons (even the heads
of competing private banks) spoke with pride of the
Reichsbank.

The history of the Reichsbank up to 1914 is one of gradual
entrenchment in its position as the predominant bank of
note issue in the Empire. Of the thirty-two note-issuing
banks in existence in 1873, only four retained that privilege in

25
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1914, as successive legislation made note issue more and more
unprofitable. No note-issuing bank could accept bills of ex-
change, nor buy and sell goods or securities on forward contract
for its own account or for customers. With the exception of the
Reichsbank, they could not issue notes of less than 100 mark
denomination; their notes were not full legal tender ; they were
limited in the maximum amount of notes issued; they could
not establish branches outside of state boundaries; and all of
their transactions had to be given wide publicity. On the other
hand, the Reichsbank was constantly strengthened. Its capital
was repeatedly enlarged; it could (and did) establish branches
throughout the Reich; its tax-free contingent of notes was
increased. As the predominant bank of issue, the Reichsbank
was the court of last resort in times of monetary stringency,
and the banking system had come to depend upon the Reichs-
bank’s cash reserve. Through its wide network of branches and
its Giro clearing system, it had aided in providing the entire
economy with cheap and simple banking facilities. By 1914 its
struggle with the Great Banks in the money market had success-
fully established its supremacy as the central bank of Germany.

During the war, the Reichshank was occupied primarily with
government finance. The changes made in the Reichsbank law
on August 4, 1914 were such as to relieve it of all responsi-
bility for the stability of the currency, and to throw open the
doors for bank note inflation.* In spite of this, the condition of
the German currency in November 1918 was not much worse
than that of most of the belligerent nations. The note circula-
tion had increased from two billion marks in 1914 to 28.4
billion in November 1918, while the gold coverage of Reichs-

1In August 1914, the Reichsbank was relieved of the obligation to redeem
its notes in gold; treasury bills and bonds of the Reich with not more than
three months to run were admitted as legal cover for notes in circulation,
and the tax on notes above a certain amount was abolished. At the same
time a Loan Office was created under the supervision of the Reichsbank,
which could issue token money in the shape of notes against goods, securities,
and the like. Hjalmar Schacht, Stabilization of the Mark (London, 1927),
pp. II-12.
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bank notes had decreased in the same period from 51.8% to.
10.2%.*

The years 1918-1923 were tragic ones for Germany. Revo-
lution, the crushing terms of the Treaty of Versailles, and
finally the London Agreement of 1921, its breakdown, and the
consequent occupation of the Ruhr, made it impossible for the
war-impoverished nation to meet the fantastic demands of its
creditors. The tide of inflation set in. The Reichsbank was
helpless to stem the flood of treasury bills presented to it for
discount by a government forced to make increasing payments
from rapidly dwindling resources.®

The height of the inflation was reached in October 1923. On
October 15, 1923 the law creating the new Rentenbank was
passed; on October 26, changes in the original Reichsbank
law were made which gave to the Reichsbank practically dic-
tatorial powers over German currency and credit, relieved it
of all responsibility for government finance,* made it the sole
arbiter of foreign exchange, and placed in its hands the task
of rehabilitating the German monetary system. Of the success
of the Reichsbank in this tremendous undertaking there can
be no doubt. In time of crisis the central bank, free once more
to operate as a central bank, proved itself capable of bringing
order out of chaos. By January 1, 1924 stabilization had pro-
ceeded so far as to place all businesses in Germany on the new
gold basis.®

27bid., p. 16. Here, and throughout the book, the American numerical
notation is used.

3 The changes in the Reichsbank Law of 1914 had the effect of making
the Reichshank completely subservient to the fiscal policies of the Reich.

4 The introduction of the rentenmark as an intermediate currency was
accomplished by granting 1.2 billion rentenmarks as a credit to the Reich
and the same amount to agriculture and industry together. The remaining
800 million rentenmarks were used as capital and reserve of the Rentenbank.
The Reich guaranteed to make no further demands upon the Reichsbank
for credit and, on November 15, 1923, the Reichsbank ceased granting credits
except in terms of the new rentenmark parity. For 2 complete explanation
of the stabilization of the German currency, see H. Schacht, op. cit.

5By January 1, 1924 all corporations were required to carry their ac-
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The Dawes Conference began its deliberations in February
1924, and throughout the trying months of uncertainty the
Reichsbank made long strides toward readjusting the German
economy. As a result of the Dawes Plan, however, the Reichs-
bank was completely reorganized.

Complete reorganization of the Reichsbank was necessary
not because it failed as a domestic central banking institution.
The reorganization was an outgrowth of foreign distrust of
Germany and of the unusual foreign interest in the stability of
the currency because of the reparations question. The Bank Act
of August 30, 1924 must be looked upon somewhat in the
nature of an international agreement, and for at least the
first six years of the period under discussion, the international
character of the central bank of Germany cannot be neglected.
The 1924 Statute was amended in 1926 and again in 1930.
The 1926 amendments had to do primarily with broadening
the powers of the Reichsbank in its purchase of government
securities; the 1930 changes were the result of the Young Plan,
through which Germany’s financial institutions were freed from
foreign control. The Bank Act was completely revised in 1933.
These changes made of the Reichsbank an institution legally
quite different from its 1924-1933 character and fall outside of
the period under discussion here.

THE BANK ACT OF AUGUST 30, 1924 AS AMENDED IN
1926 AND 1930 °

The general purpose of the Reichsbank as stated in the 1924
charter was: 1)to regulate the circulation of money in the whole
area of the Reich; 2) to facilitate the clearance of payments;
and 3) to provide for the utilization of available capital. Except

counts in terms of gold at the rate of one trillion paper marks=one rentenmark
= one gold mark. Actual publication of these gold balance sheets was not
complete until the end of the year 1924.

6 Unless otherwise specified, all of the references to the Reichsbank in
this section are taken from the German Bank Act of 1924 as published in
the Reichsgesetsblatt, 1924. The amendments of 1926 and 1930 have been
translated from the Reichsgesetsblatt of these years.
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for the rights of the four remaining state banks of issue\” the
Reichsbank was granted the monopoly of note issue for a
period of fifty years and its notes were made full legal tender.
The smallest denomination of the new Reichsbank notes was to
be ten marks, unless an emergency was declared by the govern-
ment, when notes of smaller denomination could be issued.
The old Reichsbank had been privately owned but operated
by the government. The law of 1924 broke this old association
of government control and created the new Bank as a privately
owned stock company controlled by its own Board of Directors.
Shares were to be issued in 100 reichsmark denominations in
the name of specific individuals to a2 maximum amount of 400
million reichsmarks.. Provision was made for a minimum capi-
‘talization of 300 million reichsmarks, but this was rescinded in
1930 since the share capital never reached this amount and
experience had proved the minimum too large. The capital of
the new Bank was actually obtained in these ways: the shares
of the old Reichsbank were revalued at 50% of their former
value ®—a process which provided for go million reichsmarks
of the new capital; the shares of the Gold Discount Bank ° held
by private commercial banks were taken over by the Reichsbank
in exchange for Reichsbank shares which added 32,263,000
reichsmarks to its capitalization and brought the Gold Dis-
count Bank wholly under Reichsbank control; a further amount
of 525,000 reichsmarks in shares was. allotted to the share
holders of the Schleswig-Holstein Girobank against foreign
currency which was surrendered to the Reichsbank. These op-
erations brought the capitalization of the Reichsbank to 122,-

7 These were note banks of Bavaria, Wirttemberg, Saxony, and Baden.
The combined total of bank notes for these four institutions was limited to
104 millions of reichsmarks. The 1024 Bank law provided that the Reich
could withdraw the note privilege from these four banks at any time after
January 1, 1935 on one year’s notice. On December 18, 1933 a law was passed
withdrawing the privilege effective December 21, 1035.

& Other German securities comparable to the former Reichsbank shares
were revalued after the inflation at 25% of their former value.

9 See below, pp. 62-69.
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788,100 reichsmarks, at which figure it remained until May
1930, when the amount was raised to 150,000,000 reichsmarks
through the sale of new shares.

Each share carries with it one vote, but no one person may
have more than 300 votes. The shareholders meet annually to
receive the report of the Board of Directors, to elect members
to the Central Committee, and to confirm the selection of the
members of the General Council. The Central Committee is
composed of shareholders representing bankers, industrialists,
and business men. Its function is primarily to advise the Board
of Directors about loans and general business conditions. In
1926, a typical business year, it had twenty members of whom
twelve represented banks and seven trade and industry; persons
resident in Berlin predominated. The members of the Com-
mittees have the right to attend meetings of the Board of
Directors. Its function can perhaps be compared to that of the
Advisory Council of the Federal Reserve System.

The General Council was the connecting link between the
Board of Directors of the Reichsbank and the foreign nations
that claimed the right to watch over the stability of the German
currency. The right of a foreign creditor to protect his own
pecuniary interests by actual interference in the money and
banking organization of the debtor country was recognized in
the Bank law of August 1924 when the General Council was
set up. The General Council was composed of fourteen mem-
bers, seven Germans selected by the German stockholders and
seven foreigners.*® One of the German members was to be
President of the Reichsbank and Chairman of the General
Council; and one of the foreign members was to be the Note
Commissioner, who was granted the veto right over any policy
of the Reichshank which might be considered dangerous to
continued currency stability. The Council selected the members

10 The foreign countries represented were England, France, Italy, Belgium,
United States, Holland and Switzerland. No member of the General Council,
whether German or foreign, could be connected in any official capacity with
the government of his country.
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of the Board of Directors and also the President of the Reichs-
bank, thus again keeping a foreign supervisory eye on the
administrative personnel of the bank. The President of the
Reich had the right to veto two presidential selections of the
Council, but the third choice of the Council became final.
Although the Council seems to have functioned smoothly
enough during the period of its existence, it was always re-
sented by Germany as an unwarranted foreign interference in
her internal affairs.

As a result of the Young Plan, the foreign control was abol-
ished and the General Council was reorganized in 1930; it was
then made up of ten German members to be selected by the
Council itself, subject to ratification by the shareholders. In-
stead of meeting once a month as it had been required to do
under the 1924 law, it was to meet at least four times a year
to receive reports from the Board of Directors and to discuss
matters of general policy. The Council retained its right to
select the President of the Reichsbank and the members of the
Board of Directors, but these selections were to be made from
nominations presented to it by the Board of Directors. Also, the
President of the Reich was given the deciding voice and all
elections by the General Council were subject to his confir-
mation.

The actual government of the Reichsbank lies with the
Board of Directors, in whose hands is placed control over the
currency, credit and discount policies.** The members serve for
twelve years with the exception of the President who serves for
four years, and all must retire at the age of sixty-five. The
number of members of the Board of Directors was not stated in
the Statute, but ranged from twelve in 1924 to seven in 1933.

The 1924 law required that 20% of the net profit of the -
Bank must be set aside annually until the reserve fund equals
12% of the notes in circulation. The stock carries with it an
8% cumulative dividend (reduced to 6% in 1933) and the re-

11 This statement is strictly true only up to March 1933.
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mainder of the profit was to be distributed as follows: of the
first 50 million reichsmarks, 50% goes to the Reich ** and 50%
to the shareholders; of the second 50 million, 75% to the Reich
and 25% to the shareholders; of the remainder, go% to the
Reich and 10% to the shareholders. On December 1, 1930, the
law was changed to provide for a 10% payment out of profits
to the reserve fund until that fund reaches the amount of the
paid-in capital of the Bank (150 million reichsmarks); the
remainder—after the 8% payment to shareholders—was to be
distributed as follows: of the first 25 million reichsmarks, 75%
to the Reich and 25% to the shareholders; of the next 20
million, 9o% to the Reich and 10% to the shareholders; and of
the remainder, 95% to the Reich and 5% to the shareholders.
Table I shows the total net profit of the Reichsbank
from 1924 to 1933 together with the distribution of profits.

It is important to note that until April 1930 the Reichsbank
was not legally required to redeem its notes in gold nor to make
gold payments of any sort.** Elaborate provisions, however, for
the maintenance of gold reserves were set up. The Reichsbank
was required to carry a 40% gold and foreign exchange cover-
age for all of its notes in circulation, but three-fourths of the
coverage had to be in gold; the foreign exchange could be only
bank notes of foreign countries, fourteen-day bills of exchange
or checks, and demand deposits in the central money market of
a foreign country. The remaining cover for the note issue was
required to be three-month domestic or foreign bills of ex-
change of the type prescribed in the Bank Act. Furthermore, if
the gold and foreign exchange cover fell below 40%, the for-
eign bills used for the additional note cover could be only four-

12 The Reich’s share of the profits was to be used to redeem the Renten-
bank notes. On March 7, 1934, a new law provided that the profits were to
be used by the Reich simply as budget revenue. Further redemption of
Rentenbank notes is now unprovided for.

13 Article 31 of the Law of 1924 made provision for such redemption but
left it to the option of the Board of Directors and the General Council to
determine the date of gold payments, Such action was not taken until the
Young Plan was signed.
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Tasre I. DISTRIBUTION OF REICHSBANE PROFITS
19241933

(In Millions of Reichsmarks) 2

Amount of total allotted to

Total net
Year profit Reserve Shareholders Government
1924 ......... 1225 245 424 55.6
1925 ......... 427 85 22.0 122
1926 ......... 228 46 140 42
1927 ..., 26.0 52 15.3 55
1928 ......... 253 51 15.0 52
1929 ......... 255 5.5 15.1 53
19300 ........ 400 40 18.0 18.0
1931 ......... 133 1.3 120¢ —
1932 ... 40.0 40 180 180
1933 ......... 401 40 18.0 18.1

a Compiled from Annual Reports of the Reichsbank, 1924-1933.

bIn 1930, the law was changed requiring 10% of profits to go to the re-
serve fund and shifting the percentage of distribution to the shareholders
and the government. Also in this year the capitalization of the Reichsbank
was increased from 122,788,100 reichsmarks to 150,000,000 reichsmarks.

¢Since 12 million reichsmarks were inadequate to pay the customary
12% dividend on shares, 6 millions were taken from the special reserve
fund. The amount distributed to the shareholders was always between 10
and 12%—anything over this amount was held in a special reserve fund.

teen-day bills and the domestic bills could run only for thirty
days. The responsibility for the note circulation and its cover-
age was placed in the hands of the Note Commissioner, who was
a foreign member of the General Council from 1924 to 1930.
In 1930 a German was appointed as Note Commissioner; he
was directly responsible to the German government for the con-
dition of the currency. The law provided that on the recom-
mendation of the Board of Directors to the General Council, the
gold coverage could be below 40% if unanimously agreed upon
(less one vote) by the latter. In case such action was taken,
there was to be a progressive tax of 3% per year if the cover
sank to 37%, of 5% per year if it was between 35% and 37%,
of 8% per year if it was between 3374 % and 35%. The tax to
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be imposed below 335 % was to be 8% per year plus 1% for
each 1% drop in coverage. Also, if a tax had to be imposed for
failure to maintain the gold coverage at 40%, the bank rate
could not fall below 5%. In 1932, the Reichsbank received
permission from the Bank for International Settlements to
lower its discount rate below the legal minimum of 5% in spite
of its failure to maintain its legal gold coverage. In 1933, the
tax requirements were rescinded. The following table shows
the gold and foreign exchange position of the Reichsbank for
the years 1924-1933. The year 1931, the year of the financial
crisis, was the first time the note tax had to be paid.

Taste II. Gorp aND ForeieN ExcHANGE PosiTion oF THE REICHSBANK
AS A PERCENTAGE OF NotES IN CIRCULATION 2

1924-1933
% of gold
and foreign
% of gold exchange
to to
Year notesin notesin Tax paid
end circulation circulation (In millions of Rm.)
1924 .......... 39.1 52.2 —_—
1925 .......... 408 544 —
1926 .......... 490 62.9 —
1927 .......... 409 470 —_
1928 .......... 554 58.5 —
1929 .......... 453 53.3 —
1930 .......... 464 56.2 —
1931 . ...... 206 242 185
1932 .......... 22.6 25.8 —c
1933 .......... 106 109 —4d

2 Compiled from Annual Reports of the Reichsbank, 1924-1933.

b This is the lowest figure for the year. The yearly average for gold
alone was 40.5% and for gold and foreign exchange, 45.3%.

¢“According to an agreement with the Reich, the tax payable in 1932
was not collected. Later, 3.9 million reichsmarks of the tax paid in 1931
were repaid by the Reich to the Reichsbank.” Annual Report of the Reichs-
bank, 1932.

dTax requirement of the law was repealed.
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The Reichsbank is empowered to carry on a general banking
business comparable to the private commercial banks, although
subjected to certain restrictions not applicable to the Joint
Stock Banks. Specifically, it may:

I. Buy and sell gold and silver bullion, coin and foreign exchange.

2. Discount, buy and sell commercial bills of exchange of not
more than three-months currency secured by three endorsers (one-
third of the total discounts may carry two signatures only if other
security is provided); it may also discount, buy and sell checks
similarly endorsed.

In the 1924 law, there was no provision for dealing in treas-
ury bills or government bonds, but in 1926 the law was
amended to provide that the Bank may:

3. Discount, buy and sell treasury bills of the Reich of not
more than three-months currency if such bills are endorsed by a
person of well-known solvency who is not connected with the gov-
ernment. The amount of such discounts can never exceed 400
million reichsmarks. The amount must be published weekly by the
Bank, and by the end of the government’s fiscal year the debt to the
Bank must be paid. There was no provision made for the direct
purchase of long-term government bonds.

The law of 1924 provided further that the Bank may:

4. Carry on a lombard loan business. This is the business con-
cerned with interest-bearing loans to customers against movable
value objects—such loans by the Reichsbank to run for a maximum
of three months. The law lists specifically the types of movable
security that can be used as collateral for such loans together with
the amount of security required as a collateral deposit. Lombard
loans may be granted against: )

+ a. Gold and silver.

b. Fully-paid shares of operating German railroads, deben-
tures of Land Credit Banks under State supervision, bearer
bonds of Public (Land) Credit institutions, and bonds of
other Public Credit institutions issued against loans to a
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German Communal Corporation. Such loans may be for an
amount equal to three-fourths of the market value of the
securities. In 1930, the word Land, in parenthesis above, was
stricken out, which materially increased the lombardable se-
curities with the Reichsbank, since by 1930 the position of
the Public Credit institutions in the German economy had
become of outstanding importance.

¢. Bearer bonds of the Reich, States or Communes matur-
ing in one year, or bearer bonds maturing in one year whose
interest was guaranteed by the Reich, the States, or Com-
munes. Such loans could be made only to banks of known
solvency and in an amount equal to three-fourths of their
market value. In 1930, this section remained as above, except
for the insertion at the beginning, “On the security of interest-
bearing bonds to bearer or bonds to bearer of the Reich . ..”
This provision broadens the ability of the Reichsbank to grant
lombard loans still further by admitting the long-term interest-
bearing bonds of the Reich, States, or Communes to the
lombard privilege. The 1924 law contained a separate provision
which made it possible {or the Bank to grant loans on long-
term government bonds with the consent of the General Coun-
cil but never in an amount to exceed its paid-up capital or
surplus. This article was stricken out in 1930 in favor of the
above wording.

d. Interest-bearing bonds of foreign states and debentures
of foreign railroads whose interest is guaranteed by the State,
providing that the amount of the loan is not more than 50%
of the market value of the securities.

e. Bills of Exchange secured by known obligees up to 95%
of their market value.

f. Merchandise stored in Germany up to two-thirds of its
market value.

Further, the Bank may:

5. Buy and sell bonds of the type listed in 4 (c) above for its

own account; it may buy stock-exchange investments of any kind
for account of others after having in advance received cover in
respect thereof, and may sell the same after previous delivery to the
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Bank. This means, in effect, that the Reichsbank may act as a
broker for its customers only in cash transactions of a non-
speculative nature.

6. Receive deposits without interest.

7. Act as a paying and collecting agency for its customers
(Giroverkehr). Forty percent of the Giro deposits of the bank
must be kept in specific kinds of short-term investments, such as
demand deposits with German or foreign banks, checks drawn on
other banks, bills of exchange with a currency of thirty days, or
demand lombard loans.

9. Act as the fiscal agent for the Reich. In this connection
it may: hold government deposits without interest; grant three-
months loans to the government up to 100 million reichsmarks
which must be fully repaid by the government at the end of its
fiscal year; float government bond issues (but the government
may use other banks for this purpose if it desires) ; grant loans to
the government-owned railroads and postoffices up to 200 million
reichsmarks.

If one examines the Reichsbank in the light of its enabling
act of 1924, there can be no doubt but that the Reichsbank was
conceived of as a true central bank for Germany—a central
bank set in the form of the orthodox banking theory of cur-
rency stability, of quantitative control over the credit mechan-
ism “ for the purpose of facilitating the flow of capital”
through its discount facilities, and of providing a place of
refuge in times of monetary stringency. Although its form and
type of business is peculiarly German, it combines certain char-
acteristics of the English and American banking systems. It
does not adopt completely the “ bankers’ bank ” principle of
the American Federal Reserve System, nor is it as free as the
Bank of England in the type of private banking business that
it may conduct. In the first years after its reorganization, its
credit control policies were hampered by its inability to engage
freely in open market operations of the kind familiar to both
American and English banking systems. One sees no obligation
placed upon the Reichsbank to control the price level, to balance
the rate of savings and the rate of investment, or to increase
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the standard of living of the German people. But we shall see
that the fairly simple and limited objectives of the Reichsbank
as stated in its charter were inadequate in the rapidly changing
post-war world and that the Reichsbank, as other central
banks, began to take on broader and broader control functions
in the face of capital shortage, violent spending orgies based
on funds borrowed abroad and—depression.

A bare outline of the charter provisions of the Reichsbank
fails to give an adequate understanding of the business of the
Bank, as it is normally carried on. A further analysis of the
application of these provisions is essential.

THE BUSINESS OF THE REICHSBANK

The provision of the Reichsbank charter that permits it to
establish branches throughout the Reich gives to the Bank its
basic structural strength upon which rests its ability to enter
freely into the economic life of the nation. The Reichsbank has
the largest single network of branches of any bank doing busi-
ness in Germany, and in the pre-war days, when the Great Banks
were rapidly expanding, the Reichsbank and the Great Banks
frequently competed with each other in the provinces and small
cities. The Reichshank, however, went much further in estab-
lishing branches in small towns than did the Great Banks.
Table III shows the number of branches of the Reichs-
bank in the years 1924-1933.

The Reichsbank carries on business only with persons and
firms accredited with it. In the German bank inquiry of 1926-
1929, the Reichsbank presented to the committee a tabular
analysis of its accredited customers divided into business classes.

If one studies the figures presented in Table I'V one is struck
by the large proportion of total customers in the first three
groups—trade, industry, and agriculture (88.8% of the total).
As might be expected from a knowledge of the increasing im-
portance of large industry in the German economy, the indus-
trialists formed the largest single group of customers of the
Reichsbank in the years 1925 and 1928, although this position
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Taere III. REeicHSBANK BrancH BANKS 2

1924-1933
Subsidiary branches
With-
With out
cash cash
Main depart- depart- Goods
Year Totals branches Branches ment ment depots
1924 ... 448 17 80 349 1 1
1925 .... 449 17 84 346 1 1
1926 .... 453 17 84 350 1 1
1927 ... 454 17 84 351 1 1
1928 .... 456 17 84 353 1 1
1929 .... 456 17 84 353 1 1
1930 .... 456 17 84 353 1 1
1931 .... 454 17 84 353 - -
1932 .... 454 17 84 353 - -
1933 .... 455 17 83 355 - -

a Compiled from Annual Reports of the Reichsbank, 1924-1933.

was held by traders in the pre-war period. There is also a shift
from the pre-war period in the percentages of agricultural cus-
tomers of the Reichsbank, from 14.8% of the total in 1912 to
29.1% in 1926. This is explained, to some extent, by the efforts
made by the Reichsbank to supply agricultural credit.
Agriculture was not in a position to tap the foreign markets
for capital as were the larger businesses and industries of Ger-
many in the immediate post-stabilization period. Long-term
agricultural credit had always been obtained in Germany
through mortgage bonds issued by the banks (largely the co-
operatives) on the basis of pooled mortgages. This was a type
of security unfamiliar to the foreign investor. The domestic
capital market was slow to revive after the inflation, which de-
prived agriculture of long-term credit facilities. Short-term ag-
ricultural credit (up to one year) was also difficult to obtain,
because the high rates in the Berlin money market for daily and
monthly money made this type of investment more attractive to
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Tasie IV. Tue NuMmBer oF FiRMS AND PERSONS ACCREDITED BY THE
RecusBaNK oN Nov. 11, 1912, Sepr. 25, 1925, aNDp SEPT. 8, 19282

1912 1925 1928 1912 1925 1928

Business
classes Number In percent of the total
1. Businessmen and 99437 y1g01 10423 359 9254 251

trade corporations

2. Industrialists and
industrial corpor- 19,671 16663 14,983 319 355 36.1
ations

3. Agriculturalists
and agricultural

trade and manu- 9,121 13,693 11,463 148 29.1 276
facturing busi-
nesses

4. Banks and bank- 5907 1g75  1go1 36 42 46
ers

5. Public savings 384 795 _ 2.0 17
banks

6. Cooperative socie- .

1,014 983 1,205 1.6 0.8 29

ties of all sorts

7. Other persons of
private means,

artisans, profes- ;g3 439 811 122 30 20
sionals, small in-

dependent busi-
ness men, ete.

Total ......... 61,683 46,937 41,501 1000 1000 100.0

2 Ausschuss zur Untersuchung der Erzeugungs- und Absatzbedingungen
der Deutschen Wirtschaft, Die Reichsbank (Berlin, 1929), p. 54.

the banks than the longer and slower agricultural loan. The co-
operative banks—the main support of agriculture in Germany—
because of capital losses in the inflation, were in no position to
assume their old role in the domestic economy. In this emer-
gency, the Reichsbank endeavored in many ways to provide
special credit facilities for agriculture.*

14 See below, pp. 56-66.
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The small percentage of banks and bankers accredited with
the Reichsbank reflects the high degree of concentration in the
German banking system. Practically all banks of any importance
carry Giro deposits with the Reichsbank and enter into business
transactions with it. As we shall see below, this group, while
small in number, received on August 7, 1928, 41.1% of the
total lombard credits granted by the Reichsbank and 48% of
the total domestic bill credits.

It is interesting to note the post-war affiliation of the public
savings banks with the Reichsbank. Prior to the war, these
banks were purely savings institutions keeping their funds very
largely in long-term investments and having little or no rela-
tionship to the commercial banking system. Their entrance into
the short-term money market and into the deposit and lending
business is shown by their post-war relationships with the
Reichshank. Although the number of savings banks ac-
credited with the Reichsbank was only 2% of its total custo-
mers in 1925 and 1.1% in 1928, this again is only the reflection
of the degree of concentration in the banking system. The sav-
ings banks are connected with the Reichsbank indirectly through
several large banking institutions which serve the savings banks
as clearing and collection centers.*

The Reichsbank also gave its support to the cooperative as-
sociations, and in the ten years under discussion made an effort
to bring the business of the codperatives into line with the rest
of the banking system. The credit codperatives in Germany
have always been connected with the Reichsbank to some ex-
tent, but after 1924 they showed a tendency to increase their
short-term deposit and lending business, thus making them more
dependent upon the rediscount facilities of the central bank.
The decrease in percentage in 1925 as compared with 1912
(8% as against 1.6%) indicates only that the codperative
banks had lost heavily during the inflation and, since their con-
nection is with the small farmer and business man, their capital

15 See below, Chapter III, pp. go to ¢8.
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was slow to accumulate in the immediate post-stabilization
years. By 1928 they had regained their former strength and
were becoming a factor of increasing importance in the short-
term money markets.

The large decrease in the number of private persons accred-
ited as customers with the Reichsbank (Group 7) in the years
1925 and 1928 probably reflects, on the one hand, the effects
of the inflation in wiping out large fortunes and, on the other
hand, the decrease in the numbers of small independent business
men.

The business of the Reichsbank can be divided into two
main groups: I) its Giro and cash business and 2) its bill and
lombard business. These two groups are interlocked, for its
Giro deposits form the basis of the liquid investments of the
Bank and, together with the capital of the Reichsbank, provide
the funds necessary to purchase specific securities for the note
covering. The creation of bank notes is tied up with its bill
business as well as its lombard business and to some extent its
current accounts,*® although this latter is not an important kind
of business for the Reichsbank.

THE GIRO AND CASH BUSINESS OF THE REICHSBANK

The Giro business of the Reichsbank was established in 1876
shortly after the Reichsbank came into existence, and was
patterned after the clearing system developed by the Hamburg
banks when that city was the financial center of the trading
cities of Germany. The Giro system is essentially a method of
transferring funds from one place to another or from one
person to another through orders drawn upon demand deposits
in the Reichsbank. The method is comparatively simple, and
differs from the typical checking account of the American banks
in that the entire transaction is confined to transference of
funds from one client to another on the books of the Reichs-
bank. The payer orders the Reichsbank to transfer a certain
amount from his account to that of the payee. The order drawn

16 See below, p. 81, footnote.
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is not a negotiable instrument; the payee is notified by mail
(at the expense of the Reichsbank) of the addition to his
account.’” There is nothing comparable to this in American
banking, although the Giro transference of funds might be said
to lie halfway between the money-order business of the
American postoffice and the use of checks. It is simple and
effective and is made possible through the branch banking
system of the Reichsbank. §

The use of checks, as c\flstomary in American and English
banking, was slow to develop in Germany and, until the passage
of the Check Law of 1908, checks drawn directly against bank-
ing accounts were practically unknown. Bank deposits in Ger-
man banks were (and are still, to a very large extent) time
deposits requiring seven to thirty days notice for withdrawal.
The interbank clearance of checks has increased in the post-war
period, but it is still far below the Reichsbank Giro figures (see
Table V). Transfer of funds in small amounts through the
postoffices was established by the German government in 1912,
and while these figures also show an increase in the post-war
period they represent simply an additional fluidity in the means
of making payments of small amounts and are supplementary
to the Reichsbank clearing. The postoffice transfer of funds is
also a Giro system.

Banks undertake to make payment for their customers
through their own Giro deposits with the Reichsbank. Traders
and industrial firms keep Giro accounts with the Reichsbank
as well as officials of the government and private persons. The
Reichsbank with its branches reaching into all centers of the
Reich is well equipped to handle the transfer and clearance

17 Until 1928, the cost of postage was borne by the payer; in this year,
however, the Reichsbank developed the use of a carbon copy for bank
transfers in which the order to pay and the notification to the payee was
accomplished in one operation. This so reduced the overhead cost of clerical
assistance that the Reichsbank took over the postage charges. In case of
local transfers the payee usually calls at the Bank for his carbon notifications
of additions to his account, which materially reduces the postage costs of
the Reichsbank. Reichsbank Annual Report, 1928, p. 8.
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business for the entire country. The method has the advantage
of concentrating large amounts of liquid funds in the central
bank. The Reichsbank had 44,775 Giro customers in 1926 and
42,255 in 1932. The decrease reflects the higher degree of con-
centration in the banking and industrial life of the nation as
well as the effect of the depression on the Reichsbank Giro
accounts. For these accounts, the Reichsbank requires a per-
manent minimum deposit from each customer, ranging from
100 reichsmarks for the smaller and inactive accounts to more
than 1,000,000 reichsmarks for the Berlin Great Banks. It pays
no interest on the deposits, but does not charge for the service
rendered. The banks have, on the whole, tended to keep larger
balances in their Reichsbank Giro accounts in the post-war
period because of the high degree of liquidity of the Giro
balance. Banks build up deposits through 1) cash deposits, 2)
transfers from Giro customers, 3) the discounting of bills, and
. 4) lombard loans. On the other hand, industrialists have tended

¢ to decrease their Reichsbank deposits in favor of direct invest-

, ment in the money market of their own surplus funds. The
- Reichshank has extended its Giro facilities to persons with no
Giro account who wish to make payments to persons holding
accounts, at a cost of 1/10% of the amount transferred; pay-
ments will also be made, when neither payer nor payee holds
Giro accounts, at a maximum cost of 1% of the amount trans-
ferred. Transfers of the first type amounted to 2,144 million
reichsmarks in 1928 and of the second type to 183 million.
The cost in the latter instance is comparatively high, and this
type of business is handled more cheaply by the postoffice Giro
system.

At the end of 1926, the Reichsbank opened a telegraph Giro
clearing system and in 1927, it established an international Giro
transfer system with the central banks of other countries. Its
telegraph Giro transfers increased from approximately eleven
billion reichsmarks in 1928 to a high point of fourteen billion
in 1931, dropping again to eleven billion in 1932; its inter-
national transfers increased steadily from seventy-eight million
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reichsmarks in 1928 to a high point of 615 million in 1932.
The extent of the Giro business of the Reichsbank as compared
with the check clearance in the inter-bank clearing houses and
the post-check clearing houses is shown in the following table,
together with the total Giro credit balances of the Reichsbank
and the percentage of the Giro business effected without the use
of cash.

TaBre V. DrVELOPMENT OF THE CLEARING BUSINESS
1924-1933 2
(In millions of Rm.)

Annual Giro credit % of total

turnover balances Giro busi~
Annual turnover

Giro business with the ness effected
of the Clearmg  Post check  Reichsbank without the
Year Reichsbank  houses transfers onJan.31  use of cash
1913 ... 379,157.1 73,6342 41,5715 _ —_
1924 ... 4334987 31,462.9 78,502.9 —_—
1925 ... 4723788 50,926.3 110,834 8 632.0 888
1926 ... 5394238 56,876 9 114,809 7 5758 89.3
1927 ... 6287931 97,7442 136,052 0 484.2 92.1
1928 ... 694,726.3 121,004.1 1458114 615.5 921
1929 ... 750,655.0 126,200.0 150,692 7 663.3 92.3
1930 ... 704,587.3 119,341.7 141,449.7 621.6 922
1931 ... 622,1404 85,842.6 123,189.3 540.4 922
1932 ... 526,385.9 55,300.0 103,421.7 663.3 93.1
1933 ... 503,579.3 52,2000 101,350 1 4623 93.5

a Figures through 1928 compiled by the Reichsbank and presented to the
bank inquiring committee of 1929. Dwe Reichsbank, op. cit., p. 16. Figures
from 1929 through 1933 compiled from Annual Reports of the Reichsbank
and the Statistisches Jahrbuch fir das Deutsche Rewch, 1933 and 1937.

The figures bring out the preponderant importance of the
Reichsbank clearing system over the clearing houses and the
post-check transfer system. They also show the comparatively
small cash drain on the Reichsbank in spite of the fact that
the turnover reaches as much as 100% on some days. The
permanent balances ranged from a low point of 462.3 million
reichsmarks in 1933 to a high point of 663.3 million in 1929
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and in 1932. These permanent balances form the basis of the
Reichshank’s investments in the short-term money market. As
was pointed out above, there is a 40% coverage requirement
for the Giro balances, the investments to be in specific securities
such as demand deposits with German or foreign banks, checks
drawn on other banks, bills of exchange with a currency of
not more than thirty days, or demand lombard loans. As a
matter of fact, the Reichsbank keeps a much higher covering
for its Giro deposits. The actual amount of cover kept by the
Reichsbank is shown in the following table.

Taere VI. Cover FOR REICHSBANK DEPOSITS AS A PERCENTAGE OF
Torar DrrosiTs, 1924-1933 2

Total deposits
Dec.31 Cover percentage (In millions Rm.)
1924 oot 191.7 8209
1925 oo 8238 697.0
1926 oo 90.2 648.0
1927 oo 105.6 779.1
1928 oo 1025 8160
1929 ..o 98.1 7552
1930 oot 103.3 651.8
1931 oo 109.7 7549
1932 i 66.4 539.9
1933 o 702 639.8

a Compiled from Reichsbank Annual Reports, 1924 to 1933. The total
Giro deposits on December 31 are usually larger than at any other time
during the year because of the large money demands on the banks arising
from year-end settlements. Compare these figures with those in Table V,
column 4.

Dr. Schacht, reporting to the investigating committee in
1929, expressed the opinion that the legal coverage provisions
of the law of 1924 were faulty because the Reichsbank has no
control over the size and amount of turnover of its Giro busi-
ness and must stand ready at all times to pay out cash on
demand. Furthermore, he pointed out that since Giro credits
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are built up first of all through bill discounting, there is danger
of an increase in the note circulation as the Giro balances
increase. Because of this, the Reichsbank had always held (this
was up to 1928) a certain margin of gold and foreign exchange
over its legal requirements for note coverage.’® As a matter of
actual practice, the Giro business of the Reichsbank is linked
closely to all of its other business. What is meant here by the
statement of Dr. Schacht as to the practice of the Reichsbank
in holding excess reserves of gold and foreign exchange is
simply that the Bank is forced to maintain a higher degree of
liquidity because of its Giro deposits. The usual note cover per-
centage of gold and foreign exchange to notes in circulation
does not give a true picture of the liquidity of the Bank. The
actual position of the Reichsbank is shown by the relationship
of notes plus Giro deposits on the one hand to gold and foreign
exchange and bills on the other.”® The Reichsbank must be sure,
however, that it has at all times a sufficient amount of short-
term bills to meet the legal coverage requirement for Giro
deposits. These bill requirements differ somewhat from those
for notes in circulation.

All Reichsbank deposits are Giro deposits. Customers main-
tain a balance with the central bank only large enough to meet
their needs for the cash-less transfer of funds. Since the Reichs-
bank pays no interest on these deposits, there is no tendency
to hold excess balances with the central bank. Business habits
and customs (such as the month-end, quarter-day and year-end
settlement), and the state of the business cycle are the determin-
ing factors in the size of the balances. Giro deposits with the
Reichshank are looked upon by the commercial banks as a
secondary cash reserve, but since these deposits are constantly
used they fluctuate widely from day to day and are never very
large for any one bank. The extent to which the Giro deposits
with the Reichsbank are used by depositors is shown by a com-

18 Die Reichsbank, op. cit., pp. 130-131.
19 See Chart VII, p. 328.
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parison of the annual turnover figures with those of perman-
ent balances (Table V, Columns I and IV). On a year’s basis,
the velocity of turnover is about go%, but during the course

of any one day the velocity may reach as much as 100% or
110%.%°

THE DISCOUNT BUSINESS OF THE REICHSBANK

The Reichsbank, as the central note bank, is the only bank
of importance that can put into circulation notes backed by
bills. As a bank carrying on a regular banking business, its
investments in bills compete with those of other banks in the
money market. In its capacity as note bank, it stands as the
court of last resort in times of monetary stringency, and the
other banks depend upon the Reichsbank for the rediscount
privilege. Its rediscounts increase on month-end settlement days,
on quarter-days and at the end of the year, when the banks
must meet large cash demands. At other times the banks prefer
to rediscount among themselves or to use their bills as the
basis of lombard loans.

Table VII analyzes the total bill credits of the Reichsbank
on August 7, 1928, a day probably typical of the normal busi-
ness of the Reichsbank—normal in the sense that the day chosen
is not a settlement day, middle of the month, month-end, or
quarter-day. Although bills discounted for bankers formed
only 5.7% of the total number of bills discounted by the Reichs-
bank, the value of the bankers’ bill was 48.5% of the total.
Furthermore, almost half of the total number of bills dis-
counted (47.08% ) fell in the group of 100,000 reichsmarks to
500,000 reichsmarks and over, and this group absorbed 94.68%
of the total amount of discount credit going to bankers. The
conclusion can be drawn that a large proportion of Reichsbank
bill credit goes to banks and bankers through the rediscount of
a comparatively small number of bills of large amounts.

Traders and trade corporations received 12.9% of the total

20 Die Reichsbank, op. cit., pp. 20-27, pp. 130-131. Also, Annual Reports of
the Reichsbank, 1024-1933.
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Taere VII. Domestic Brur Crepits oF THE REICHSBANK ON Avgusr 7, 19288

(Arranged by business groups with number of bills in each class
and the amount of credit)

In % of the number or
of the amount

Number Over Rm.
and Under Over 100,00
amount 10,000 30,000 to Rm.
% of (Amt. in to Rm. toRm. 500,000
Business groups total 1,000 Rm.) 30,000 100,000 and over
Bank and bankers
(with the exception Number 57 1,606 24 83 28.09 47.08
of savings banks Amount 485 926,196 141 391 94.68
and cooperatives)
Traders and trade
corporations (with Number 25.1 7,120 65.13 27.00 787
the exception of Amount 129 245,404 2197 26.75 5128
codperatives)
Industrialists and
industrial corpora- N per 368 10,400 4104 3411 2485
tions (with the ex- v 209 sr131 827 1728 7445
ception of codpera~
tives)
Agriculturalists and
agricultural trade Number 258 7,316 8228 15.05 2.67
and manufacturing Amount 4.8 90,386 4870 29.99 2131
businesses
Public savings Number 1.5 415 7783 1831 3.86
banks . Amount 08 16,036 5742 22.87 19.71
Cooperative associa-  Number 34 953 5877 3148 9.75
tions of all kinds Amount 28 53,208 17.30 33.19 4951
Others (persons of
private means, arti-  Nyyper 17 482 8651 1183 166
sans, professionals,  ppoung 03 4731 5639 2615 1746
small independent
business men, etc.)
Total Number 100 28,292 58.7 264 149
Amount 100 1,907,492 b 94 132 774

a On the basis of information published in Die Reichsbank, op. cit., p. 47.

b“The total domestic bill position of the Reichsbank on August 7 was 2,022,619,000
reichsmarks. The difference of 115,127,000 reichsmarks (5.7%) represents the amount
of bills due but unpaid on August 6 and 7; a part of these overdue bills was taken over
by the Reichsbank from the Gold Discount Bank and from public departments.” Ibid.
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value of bill credit with again the larger share going to the bills
of larger denominations (51.28% ). The number of bills dis-
counted for this business group was 25.1% of the total. The
relations of the Reichsbank with trade seem to consist in the
discounting of a large number of small bills (10,000 to 30,000
reichsmarks), and of a small number of large bills.

Industry and industrial corporations accounted for the larg-
est single quantity of bills discounted, 36.8% of the total
number. The value of industrial bills formed, however, only
29.9% of the total amount of bill credit and this was repre-
sented largely by bills of large denomination. Trade and in-
dustry together received 42.8% of the total amount of domestic
bill credit.

Bills discounted for agriculture accounted for 25.8% of the
total number of bills discounted by the Reichsbank and these
were made up of a large number of small bills. The percentage
of the total value of bill credit going to this class was, however,
very small—only 4.8%. The other three business groups—
savings banks, codperatives, and private individuals—are neg-
ligible to the bill business of the Reichsbank, both from the
standpoint of numbers of bills discounted and their value. An
examination of the total figures of Reichsbank credits on
August 7, 1928 leads one to the conclusion that the total amount
of its bill credits is highly concentrated in bills of 100,000
reichsmarks and over (77.4%) ; in numbers of bills discounted
there is a concentration in the bills of 30,000 reichsmarks and
less.

While the information in Table VII is highly significant, it
gives no clear picture of the day by day relationship of the
Reichsbank with the banks and with agriculture, trade, and
industry. This is a question that is important from the stand-
point of the Reichsbank as a central bank, for it throws light
upon the extent to which the Reichsbank plays the part of a
bankers’ bank in the German economy, and that to which it
engages in a private banking business. Although the Reichs-
bank, unfortunately, publishes no figures as to its domestic bill
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purchases, it does, from time to time, publish in its annual re-
ports charts showing this information as well as the average
due dates of the bills purchased. Four of these (Charts I-A

CHART I—-A

PURCHASE OF INLAND BILLS BY THE REICHSBANK

(Monthly figures)
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One fact of interest that is brought out from an examination
of these charts is that, while the total domestic bill credits of
the Reichsbank fluctuated from a low point of about 700 million
reichsmarks in 1926 to a high point of 4.2 billions in September
1931, the amount of bills discounted directly from business, in-
dustry and agriculture remained remarkably stable at between
200 million to 400 million reichsmarks. The direct connections

CHART I-B

DOMESTIC BILLS REDISCOUNTED BY THE REICHSBANK
tncluding Traasury Bills of the Reich)
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of the Reichsbank with trade, industry, and agriculture form
not only a small proportion of the total bill business of the
Bank, but this business seems to remain uninfluenced by the
factors that play upon the bank discounts and make them
subject to violent fluctuations.

The total amount of bills discounted for banks and other
money institutions, shows very little regularity of movement
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CHART I—C
PURCHASE OF INLAND BILLS BY THE REICHSBANK
(Monthly figures)
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and wide fluctuations in total volume in the period from 1927
to 1932. After 1932, the average amount of bill credits of the
Reichsbank remained stable at about 1.8 billion reichsmarks,
with increases on quarter-day and year-end settlement day.
The organization of the commercial banking system and of the
money market in Germany tends to make the banks dependent -
upon the Reichsbank at these times when they are forced to"
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CHART I-D

PURCHASE OF INLAND BILLS BY THE REICHSBANK
(Monthly figures)
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have large amounts of cash on hand to meet settlement require-
ments. Although there is a tendency for bill discounts to in-
crease at the end of the years 1926, 1927, and 1928, and perhaps
a slight increase in December 1929, 1930, and 1931, these in-
creases do not show the sharp dependence on Reichsbank credit
that is noticeable in the years 1932 and 1933. There is almost
no reflection of an increased dependence of the banks on Reichs-
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bank support on quarter-days. It seems evident that the direct

discount business of the Reichsbank forms a very small portion

of its total bill business; and that the Reichsbank is much more

of a central bank performing the function of a lender of last -
resort to the banks in the German economy than it is a private

bank carrying on a private banking business.

The length of life of the bills discounted for trade, industry,
and agriculture was much greater than that of the bills dis-
counted for banks and other money institutions and also
showed a greater stability. The average range for the former
seems to have been between fifty-five and seventy days, while
that for the latter (with the exception of the years 1932 and
1933) was between twenty and forty days. The quality of the
bills discounted by the Reichsbhank for banks has a direct bear-
ing upon the control policies of the Bank and is related to the
whole question of the dependence of the banks on the central
bank in particular periods. In so far as trade, industry, and
agriculture are concerned, the Reichsbank bill business seems to
be stable in amount and in duration; in so far as its discount
business is related to the banks, it seems to be fluctuating in
amount and in duration. By far the greater part of its bill busi-
ness is with banks and other money institutions. These facts
must be borne in mind in discussing the discount policy of the
Reichsbank.*

The Reichsbank is limited by its charter to the discount of
three-month bills bearing three signatures, with the exception
of one-third of the bills which may bear only two. As a matter
of practice, the Reichsbank tries to keep a larger proportion of
its portfolio in bills bearing three endorsements than it is legally
required to do. The third endorsement is almost always that
of a bank which, in theory at least, relieves the note bank of
too close an association with the risks of trade and industry.
It is questionable, however, whether in Germany, the third
endorsement serves the purpose of relieving the Reichsbank of

21 See Chapter VIIL.
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risk. The close association of the credit banks with industry
so links them with the success of business that the banks them-
selves are apt to stand or fall with their industrial undertakings.
Also, the growth of public banks in Germany means that the
bank guarantee may be that of a public credit institution so
intimately connected with the Reichsbank that for all practical
purposes its guarantee is an empty formality. This seems to
have been particularly true in the years 1930 to 1933.

Self-liquidating trade bills are the basis of Reichsbank dis-
counts. It does not purchase interbank finance bills, but stands
ready to purchase all bank acceptances that have been created
through legitimate trade transactions, especially those used for
financing the export trade.*® The Reichsbank was not permitted
to rediscount treasury bills of the Reich until 1926, when the
amount of such discounts was limited to 400 million reichs-
marks. The Reich, however, did not issue treasury bills until
the year 1928; the amount held by the Reichsbank in that year
was comparatively small but increased from 1929 to 1933. The
majority of bills in the portfolio of the Reichsbank remain
trade bills.

The Reichsbank is the largest single rediscounter of hills in
the German market. The total amount of bills held by the Bank
in relationship to the total amount of bills in circulation is, at
any one time, comparatively small. The general relationship of
the bills in the portfolio of the Reichsbank to the total amount
of bills is shown in Chart I1.%® Of the total amount of bills, a
large portion (roughly one-half) is held by the banks until
maturity. The banks may rediscount their bills among them-
selves or with the Reichsbank. The Berlin banks, the private
note banks, and the Prussian Savings Bank (Preussenkasse)

22 It should be borne in mind, however, that the distinction between a
finance bill and a bank acceptance is sometimes difficult to make. See Die
Reichsbank, op. cit., pp. 137-141.

23 Reproduced from an article by Reichsbank Director Emil Puhl,
“Wiederaufbau des Geld- und Kapitalmarktes,” Untersuchung des Bawk-
wesens, Part I, Vol. IT (Berlin, 1933), p. 233. This chart was plotted from
private information in the files of the Reichsbank.
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hold a portion of these rediscounts and the Reichsbank the
remainder. It is impossible to determine from the chart the
exact relationships. Only a small portion of the bills in the
portfolio of the Reichsbank are direct discounts from trade and
industry, as we have seen above; probably a larger portion of

CHART ||. TOTAL BILLS IN CIRCULATION, BILL POSITION OF
THE BANKS AND OF THE REICHSBANK, 1924-33
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the bills held in the middle group (the Berlin banks, the private
note banks, and the Prussian Savings Bank) represents direct
discounts. The Reichsbank probably held on the average, from
1924 to the middle of 1931, about two-thirds of the total
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amount of bills rediscounted. After 1931, the Reichsbank was
forced to take over a very much larger portion of the total bill
business.

The Reichsbank rediscounts all bills at its fixed discount rate,
making no difference in the cost because of differences in the
qualities of particular bills. On the other hand, in its open
market purchases of discounts, it may use the Reichsbank rate
or may purchase at a private rate which is less than its fixed
rate and is usually less than the prevailing open market private
discount rate. The use of a private rate by the Reichsbank de-
veloped out of the fact that the Reichsbank, in the pre-war
period, found itself unable to purchase good trade hills in the
open market in competition with the credit banks since, because
of bank competition, the Reichsbank’s official discount rate
tended to set the upper limit of the cost of discount credit. Fre-
quently, the Reichsbank found itself completely out of touch
with the money market and unable to control it through the
usual means of raising or lowering the official bank rate. There
were two ways of controlling this situation in the pre-war
period. On the one hand, it was possible to use the Reichshank’s
open market purchase and sale of treasury bills to influence the
open money market rate; or, on the other hand, if the situation
demanded, it could purchase bills directly at its private discount
rate. Both types of control were used. After 1924, however, the
situation was radically changed. The 1924 charter (Art. 23)
‘permits the Reichsbank to discount bills at a private rate lower
than its official rate, but deprives the Bank of the right to en-
gage in the open market purchase and sale of treasury bills.

This inability of the Reichsbank to engage in open market
operations as a supplement to its discount policy deprived the
Reichsbank of one of the main tools of central bank control.
Furthermore, as we have seen above, the ability of the Bank
to use its private rate as a control device is limited by the legal
requirement which forces the bills purchased by the Reichsbank
to carry three endorsements. The Reichsbank cannot purchase
an amount of bills in the open market large enough to influence
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the money market rate. Although the Reichsbank used its
private discount rate to purchase bills in the open market in
the ten years under discussion, especially when the market rates
of interest were low compared to the Reichshank rate, the
operation cannot be considered as a control device comparable
to its pre-war power. These two handicaps to the Reichsbank
discount policy, the lack of open market operations and the in-
ability to use a private discount rate in bill purchases should
be borne in mind in any discussion of the Reichsbank as a
central bank. Because of these handicaps, the Reichsbank was
forced to find other methods of control.

THE LOMBARD BUSINESS OF THE REICHSBANK

The Reichsbank is limited by its charter in the type of
securities it can accept as the backing of lombard loans, which
materially restricts this type of business for the Bank and gives
it a much smaller place in its total balance sheet than that held
by the same item in the balance sheets of other banks. An ex-
amination of the information provided by the Reichsbank to
the banking investigating committee (Table VIII) reveals the
same concentration of its lombard business that was found in
its bill credits. Of the total amount of lombard credit, 41.4%
went to banks and bankers, the amounts being fairly evenly
divided among the three credit groups. From the standpoint of
number of lombard loans granted to this class of borrowers,
the largest number of borrowers was found in the group of
loans of less than 30,000 reichsmarks. (93.20% ). If one adds to
these figures those of the savings banks and the codperatives,
the amount of lombard credit going to banks of all kinds was
71.7% of the total amount granted and 79.6% of the number
of loans granted. In these three groups together, there is a
high degree of concentration in the number of loans granted
in the smallest credit group (under 30,000 reichsmarks)
although, again from the standpoint of amount of credit
granted, there is an emphasis upon the largest credit group
(100,000 reichsmarks and over). One can conclude from these
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Tase VIII. LomBArp PosiTioN oF THE REICHSBANK ON Avqust 7, 1928 2

Arranged by business classes—number and amount of credit in each

class—together with credits in three large groups

In % of the number or
of the amounts

Over
Under Over 100,000
Number and 10,000 30,000 to Rm.
amount (Amt, to Rm. to Rm. 500,000
Business groups in 1,000 Rm.) 30,000 100,000 and over
Banks and bankers
(with the exception Number 1,589 93.20 554 126
of savings banks Amount 12,405 2761 36.27 36.12
and cooperatives)
Traders and trade
corporations (with Number 200 90.00 8.50 150
the exception of Amount 3,040 30.88 2951 39.61
coOperatives)
Industrialists and
industrial corpora-  \rypper 109 8165 11.93 642
tions (with the ex- 1) oy 2,566 3274 2004 3822
ception of codpera-~
tives)
Agriculturalists and
agricultural trade Number 48 87.50 8.34 4.16
and manufacturing Amount 785 32.74 29.04 38.22
businesses
Public savings Number 385 88.32 727 3.91
banks Amount 5,784 17.30 27.95 54.75
Codperative associa- Number 213 92.96 5.63 141
tions of all kinds Amount 3,105 26 06 16.22 57.72
. i Number 177 97.74 2.26 _—
Private persons Amount 871 7141 2859 —
Others (persons of
private means, ar- Number 26 92.30 3.85 3.85
tisans, profession- Amount 1,124 13.08 3.29 83.63
alg, ete.)
Total Number 2,747 92.1 6.1 18
Amount 29,680 26.2 294 444

2 Die Retchsbank, op. cit., p. 58.
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figures that the lombard loan business of the Reichsbank is
almost wholly with small banks and that it consists of a large
number of separate transactions of small amounts. It is supple-
mented, however, by a few large loans to large banks. The
reason for this lies in the fact that the Reichsbank lombard loan
rate is higher than the open market lombard rate and the Berlin
Great Banks usually prefer to lombard their securities with
the Seehandlung or other lending banks in the money market.
They usually lombard with the Reichsbank when in need of
building up’their Giro deposits in preparation for month-end or
quarter-end settlement day. The figures analyzed represent the
lombard loan position of the Reichsbank on a normal day in a
fairly prosperous business year, and therefore reflect the lom-
bard loans of the Reichsbank as a bank carrying on a regular
banking business rather than as a central bank functioning as
a money center for the entire banking system. It would be in-
teresting for purposes of comparison to have the same set of
figures for a month-end or quarter-day; as far as is known,
such figures have not been published by the Reichsbank.

The total lombard loans and the amounts loaned against spe-
cific collateral, as reported on the annual balance sheets, are
shown in Table IX.

The figures for the total amount of lombard loans granted
by the Reichsbhank bring out the relative unimportance of this
type of business. The largest amount shown by the year-end
balance sheets is 256 million reichsmarks on Dec. 31, 1930.
The total amount of bill credits on the same date amounted to
2,365.6 million reichsmarks. The Reichsbank restricted its
lombard loans until the end of the year 1927, not only by keep-
ing its lombard rate 2% above the bank rate, but by refusing
to admit certain securities to the lombard privilege, although
they were legally eligible. This caution was considered a neces-
sary part of strengthening the central note bank because its
note. circulation may be increased through its lombard busi-
ness as well as through its bill business ; but, while bill discount-
ing brings to the Bank cover for the notes in circulation, the
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Tapre IX. LomBarp LoaNs or THE REICHSBANEK, 1924-1933
Arranged according to the security backing the loana
(In millions of reichsmarks)

Long-
term
obliga-  Treas.
Gold tions bills
Year and Com- of the of the
end Total silver Securities Bills modities Reich. Reich.
1924 16.96 010 1.20 13.34 241 —_ —_—
1925 10.29 —_ 145 845 0.39 —_— —_—
1926 84.08 001 4149 41.14 1.14 031 _
1927 78.32 — 36.26 34.82 2.82 443 e —
1928  176.07 _ 30.36 91.17 2.90 1891 3273
1929  250.63 001 166.67 32.88 1.17 2743 2248
1930 256.01 —_ 233.26 16.23 6.52 e e
1931  244.63 —_— 172.45 60.10 3.49 —_— 8.60
1932 170.06 —_ 153.50 217 16.27 —_— 4.13
1933 18328 054 150.87 3.16 6.31 _— 22 89

a Compiled from Annual Reports of the Retchsbank, 1924-1933.

lombard business does not. Therefore, the Reichsbank might
casily have found itself in the position of decreasing its gold
and foreign exchange percentage through its lombard business
as well as decreasing the relative amount of eligible bills for
note cover unless it had taken pains to discourage this type of
business.

The business of the Reichsbank is thus confined almost
wholly to its Giro and cash business and to its bill business. In
the former business, the Bank supplies the entire country with
adequate means of payment; in the latter, it serves banks and
business as the lender of last resort.

TaE GoLp DiscouNT BANK

No complete understanding of the Reichshank, its powers,
its limitations, and its control policies is possible in the post-war
period without an understanding of the Gold Discount Bank—
the *“ daughter " institution of the Reichsbank. This bank, since
1926, has been completely owned and operated by the Reichs-
bank, and through the fiction of the Gold Discount Bank, the
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Reichshank is enabled to perform many functions prohibited to
it by its own charter. Time and time again the Reichsbank has
used the Gold Discount Bank for some particular end of its
own when, if limited to its own legal powers, such steps would
have been clearly illegal.

There is a questionable ethical validity (if not legal) to the
Reichsbank’s use of the Gold Discount Bank. The Bank Act
of August 1924, which, as we have seen, limited the business
of the Reichsbank to fields considered safe for sound central
banking, may have hedged the Reichsbank about with too many
restrictions. The peculiar situation of the German post-war
money market, with its shortage of short and long-term capital,
may have demanded greater scope for the central bank than
was granted to it. The desire to control all fields of economic
activity rather than to center its attention solely on the mainte-
nance of a sound currency may have developed rapidly in the
post-war decade. All of this may justify the extra-ethical means
taken to achieve mastery of the monetary and economic situa-
tion. It may be that in some later revaluation of central bank-
ing theory we shall find the German experiment with the Gold
Discount Bank of invaluable aid in the rewriting of central bank
laws. It remains true, however, that through the Gold Discount
Bank, the Reichsbank is enabled to carry on many transac-
tions that are prohibited to it in its own charter, while it is
itself legally and financially responsible for those same transac-
tions. Any discussion of the Reichsbank in the years 1924-1933
must be interpreted in the light of the Reichsbank plus the Gold
Discount Bank. We shall never be able to lose sight of this
convenient ‘ daughter ”’.

The Gold Discount Bank was founded in March 1924 for
the special purpose of guaranteeing the stability of German ex-
port credits. It was originally one of those transient institu-
tions essential because of foreign distrust of the new renten-
mark and was designed primarily as a liaison bank between
German exporters and their foreign customers. Its authorized
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capitalization was ten million pounds sterling,** five million of
which was borrowed abroad by the Reichsbank and the other
five million pledged (but never fully paid in) by a syndicate
of German bankers. The amount of its paid-in capital was be-
tween six and seven million pounds sterling until 1926, when
the Reichsbank, for reasons of its own, increased the capital to
the legal maximum. The bank was granted the right to issue
notes backed by foreign gold currencies but no use was ever
made of this privilege, and after the reorganization of the Ger-
man money and banking system in August 1924 its note issue
privilege was taken away and provision was then made for the
gradual liquidation of the affairs of the Gold Discount Bank
by the Reichsbank. Before the Dawes Committee concluded the
investigations that led to renewed foreign confidence in the
stability of the new reichsmark, the bank served admirably as
a source of export credit. Its credits increased from March
1924 to a high point of 14.02 millions of pounds sterling in
August 1924; thereafter, these credits decreased gradually
until, by May 1923, they amounted only to 3.36 million pounds
sterling.*®

In 1926, the shares of the Gold Discount Bank held by the
private banks were acquired by the Reichsbank and the institu-
tion came wholly under its control. By this time the original
function of the Gold Discount Bank had completely disap-
peared, for the German currency was reestablished in the
foreign markets of the world and the German banking system
was capable of handling its export and import trade in its own

24 The capital of the Gold Discount Bank was kept in terms of the pound
sterling and all of its transactions were carried on in this currency because
of the lack of faith, both domestic and foreign, in the rentenmark. Five
million pounds was loaned to Germany by foreign bankers to enable her to
create the Gold Discount Bank; the remaining five million pounds was to be
raised within Germany, but only a small amount of this could actually be
found at the time. The Gold Discount Bank was approved by the Dawes
Committee of experts, which was sitting in Paris at the time, with the
understanding that it would be absorbed later by the reorganized Reichsbank.

25 Die Reichsbank, op. cit., p. 114.
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currency. There was no reason, therefore, why the affairs of
the bank should not have been quickly liquidated by the Reichs-
bank. Instead of liquidation and gradual disappearance, this
institution took on new strength. Its capitalization was increased
up to the full amount authorized in the original charter (ten
million pounds sterling). Thereafter, the Gold Discount Bank
was used by the Reichsbank to further certain pohc1es consid-
ered essential to the economic well- -being of the country but
impossible of attainment by the Reichsbank alone because of
its charter limitations.

Ostensibly, the purpose of the reorganized Gold Discount
Bank was to further all government undertakings having to do
with the import trade. Actually, the Gold Discount Bark per-
forms many functions for the Reichsbank. It aids in the control
of the money market through the use of public funds and
through the purchase of private discounts. It supplies credits
to agriculture, and it grants support credits to banks. No com-
plete analysis of the affairs of the Gold Discount Bank is pos-
sible, for many of its transactions are clothed in secrecy—in
fact, in 1933, it was made a criminal offense for anyone con-
nected with the bank to reveal anything connected with its busi-
ness. The following illustrations, however, throw some light on
the nature of typical transactions.

The Gold Discount Bank was especially important as an aid
to the Reichsbank in its struggle to gain control of public funds.
Forbidden by its own charter to pay any interest on deposits,
the Reichsbank was handicapped in competition with the State
banks and the private Joint Stock banks in receiving these funds
for deposit. Under cover of the Gold Discount Bank, interest
on public money was offered and these large sums were then
used on the Berlin money market for the special purpose of re-
building the private discount market. Furthermore, the Gold
Discount Bank was not limited as was the Reichsbank in the
type of bills it could purchase.

In 1926, the Reichsbank through the Gold Discount Bank
was able to encourage agricultural credit by taking over 7%
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three to five-year bonds from the Rentenbank-Kredit-Anstalt to
the amount of 250 million reichsmarks. The money for the pur-
chase of the bonds was supplied by the Reichsbank in foreign
exchange and was transferred to the Gold Discount Bank for
the ostensible purpose of increasing its capitalization. The Gold
Discount Bank paid the foreign exchange to the Rentenbank-
Kredit-Anstalt and the latter bank exchanged it for Reichsbank
notes, which were then loaned to German agriculture.** The
Reichsbank’s foreign exchange was thus left as it was before
the transaction took place but its circulating notes were in-
creased by the amount of the loan. These bonds were either
redeemed or renewed from 1929 to 1931I.

When the Reichsbank could not master the money market
in December 1926 because that market was dependent upon
the strong inflow of foreign funds, it used its two subsidiaries
—the Gold Discount Bank and the Rentenbank—to create spe-
cial bills to sell on the open market. The bill portfolio of the
Bank was particularly low at this time and, as was pointed out
above, the Reichsbank had no means of engaging in open mar-
ket operations to drain the market of surplus funds. This opera-
tion was, in effect, an attempt at open market control through
the use of its subsidiary banks. In this connection the Renten-
bank sold three to five-year bonds to the Gold Discount Bank
for three-month promissory notes of the Gold Discount Bank
(143.1 million reichsmarks). These notes were then sold on
the open market; they were paid back at the end of three months
with the exception of fifty million reichsmarks that were taken
over by the Verkehrs-Kredit-Bank.*” This bank (the Verkelrs-
Kredit-Bank) further supported the Gold Discount Bank in
1927 with a loan of 100 million reichsmarks which the Gold
Discount Bank invested in private discounts.*® The Gold Dis-
count Bank also invested reparations funds in private discounts

26 Annual Report of the Reichsbank, 1926,
27 Die Reichsbank, op. cit., p. 115.
28 Ibid., pp. 115-116.
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on the short-term money market (April 1, 1927, fifteen million
reichsmarks; July-August 1927, forty million).

The Gold Discount Bank played a prominent part in the re-
organization of the private Joint Stock banks which took place
in February 1932. At this time, the share capital of the bank
was increased by 200 million reichsmarks (to a total of 400
million reichsmarks),* and the new shares thus created were
exchanged for shares in the Joint Stock banks; through this,
the Reichsbank, using the fiction of the Gold Discount Bank,
became part owner of the largest commercial banks in the
country.

Some indication of the nature of the business of the Gold
Discount Bank is shown in Table X.

From a study of these figures it is evident that in the pur-
chase of bills and checks and in rediscounting, the Gold Dis-
count Bank was carrying on a business which considerably
broadened that of the Reichsbank. The importance of the Gold
Discount Bank to the central bank is most startling, however,
when one examines the amount of securities purchased by the
Gold Discount Bank. The Reichsbank was prohibited from en-
gaging in open market purchases and sales of securities on its
own account but the Gold Discount Bank was actually engaged
in extensive security purchases. The amounts held ranged from
eleven to fourteen billion reichsmarks in the two years 1927
and 1928.

The German bank inquiry of 1926-29 gave consider-
able attention to the Gold Discount Bank. It summarized its
investigation as follows: ““ Through the Gold Discount Bank
the activity of the Reichsbank is supported and broadened. The
business of the Gold Discount Bank is not legally hemmed in
as is that of the Reichsbank. The support of the Gold Discount
Bank to the Reichshank comes essentially through its ability to
guarantee export credits through the purchase of bills with a
currency of from three to nine months whereas the Reichsbank

29 The capital of the Gold Discount Bank remained in terms of the pound
sterling to the end of 1931, when it was converted into reichsmarks,
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Tasre X. DEVELOPMENT OF IMPORTANT ASSETS AND LIABILITIES OF THE

Gorp Discount Bang, 1927 anp 1928 2

In 1,000 £ Sterling

LomE)-ards

Bills Redis- Promis-
and counted Daily with the sory
Date checks bills Securities money Reichsbank notes
1926
December 31 3792 3,730 8 11,701.7 23.7 9708 3,553.6
1927
January 31 1,406.0 23188 11,1358 16.7 45575
February 28 9,638.0 2,927.7 11,8598 149 8,943.8 45575
March 31 72375 28446 13,269.1 74 91322 34524
April 30 6,305.6 2,663.0 13,201.7 2,463.2 6.593.0 2450.1
May 31 78833 2,179.3 14,085.6 4,892.1 6,598 0 2450.1
June 30 3,168.9 18146 14,001 .4 49184 43522 —
July 31 9.888.5 1,583.9 13,896 9 7,656.0 8,076.4 —_—
August 31 6,022.6 13113 13,786.9 5,466 6 6,363 2 —_—
September 30 5,711.1 11885 13,3759 5,747.9 53842 —_—
October 31 6,210 1 1,118.3 12,8553 6,189.1 4894 8 B
November 30  11,067.1 1,144.3 14,250.0 4,997 6 12,292.0 _
December 31 1,081.9 2,396 8 13,7199 1,526.8 52129 —_—
1928
January 31 5023 2,533.1 13,640.0 2,082.6 34019 _—
February 28 1,0829 2,536 3 13,6304 3,736.9 2,359 3 _—
March 31 29150 2.506.5 13,172 8 6,084.9 1,380.3 _
April 30 3147 2,218.6 12,759.1 3,426.6 1,062.2 _—
May 31 2,839 3 2,320.0 12,494 8 2,0797 4638.7 —_—
June 30 1,918.0 1,940 2 12,434.3 2,978.8 2,783.5 —_—
July 31 49737 1,557.6 12,360.0 3,880 5 45325 _—
August 31 390.5 2,061.2 12,264 6 2,606.3 1,174.7 —_—
September 30 2,085.7 1,830.2 12,0224 5.151.7 97.9 —_—
October 31 7,051.8 1,665.8 11,9726 10,033.8 734 e
November 30 2,600.3 2,107.5 11,8565 5,624.0 e _—
December 31 804.0 2,065.8 11,7159 3,925.2 E— e

8 According to the monthly reports of the Gold Discount Bank.

is limited to three-month bills. The broadening of the sphere of
activity comes largely through undertaking certain types of
business that are expressly forbidden to the Reichsbank, such
as the purchase of promissory notes, the purchase of bonds
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from the Rentenbank-Kredit-Anstalt for the granting of long-
term credits to agriculture, the payment of interest on deposits
(particularly on public funds), the granting of acceptance
credit, the purchase of securities on its own account, and the
like. . . . It is questionable how far the Reichshank through
these uses of the Gold Discount Bank is indirectly burdened
with risks which could endanger the security and liquidity of
the Reichsbank’s investments. The Gold Discount Bank had a
share capital and reserve of 188 million reichsmarks (end of
1928) which serves as a cushion between the Reichsbank’s
liability and the Bank’s liquidity. . . . In summary, it can be
said that the tasks which the Gold Discount Bank performed
were economically important and that they have been carried
out without economic injury (Schaden). Wholly independent
of these advantages, however, is the basic idea of the existence
of a daughter institution whose capital is owned by the Reichs-
bank and whose management is identical with it and whose
business freedom loosens the legal limits placed upon the cen-
tral note bank.” *°

In spite of the implied criticism of the Reichsbank’s use of
the Gold Discount Bank by the banking commission of 1926-29,
the Gold Discount Bank continues to be a very important ad-
junct to the Reichshank and to Reichsbank control devices.

30 Die Reichsbank, op. cit., pp. 116-119. (Free translation.)



CHAPTER III
THE COMMERCIAL BANKING SYSTEM

ANy discussion of the control policies of a central bank is
incomplete without an understanding of the organization, in-
tegration, and banking practices of the commercial banking sys-
tem over which that control operates. The banking system of
every country develops with its commercial and industrial life.
Habits, customs, and techniques which work well in one na-
tion may be wholly inapplicable in another. This becomes in-
creasingly clear as one studies the central bank of Germany
operating in the continental setting of mixed banking as op-
posed to the Bank of England with its Anglo-Saxon tradition
of separation of banking functions. Our ideas of central bank
control are derived from English experience; whether or not
they are applicable to German banking remains to be seen.

All banks in Germany belong to the commercial banking sys-
tem. In fact, the use of the word commercial to denote a par-
ticular type of bank engaged in receiving deposits and carry-
ing on short-term lending operations is itself an Anglo-Saxon
concept. Composite or mixed banking refers to the combination
of deposit, short-term lending, investment, and brokerage func-
tions in the same institution. The allocation of specific banking
functions to separate banking institutions has not been a part
of the heritage of German banking. English and American
writers usually refer to this mixved character of German
banking as something that sharply differentiates the German
practice from their own. In America, we have been accustomed
to think of commercial banks, investment banks, brokerage
houses, trust companies, mortgage bond companies, and savings
banks as separate institutions. Although we frequently found
two or more of these operations combined in the same in-
stitution, such as the typical combination of commercial bank-
ing with the holding of savings deposits, the functions them-

70
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selves were thought to be separate and were hedged about by
different legal requirements. Recent examinations of banking
practices in America, however, have revealed the fact that
American commercial banks have many of the characteristics
of mixed banking. Commercial banks can no longer be thought
of as pure receivers of deposits and short-term lenders
with an emphasis on liquidity of assets. There is, probably, not
as great a difference as we have liked to think between the
“separate” banking of the Anglo-Saxon tradition and the
“mixed ” banking of Germany.

Just as American bankers have developed more and more
toward an amalgamation of banking functions, so the German
banks, which began with special functions and purposes, have
broadened their businesses to include all types of banking. The
older German State banks were slow to enter into the deposit,
lending, and brokerage business. Until recently, the savings
banks remained purely savings institutions. Private bankers in
Germany are still called upon to render the specialized service
that brought them into being, although they too have been
forced to develop and broaden their business in order to
compete successfully with other banking institutions. But it
was the Joint Stock banks, the ““ upstarts ”” of the post Franco-
German war period, that determined the broad outlines of the
present character of German banking.

The fact that German commercial banking began its period
of rapid development after the Franco-German War of 1870,
when the new nation was shifting its economy from agriculture
to industry under pressure of “catching up” with the older
industrialized nations, gave to the banks a special interest in the
new industrial enterprises. The Joint Stock banks which came
into existence at this time took the lead in developing the
typical form of the commercial credit business in Germany.
Thus, in the earlier stages, the German credit banks were not
only interested (as are all credit banks everywhere) in facilita-
ting the flow of goods, but they were equally interested in see-
ing that the stock of German manufactured goods was increased
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and that new markets, both domestic and foreign, were created
to absorb the increase. In Germany—a new nation—new indus-
tries, with a crying need for capital and markets, and the new
Joint Stock banks developed hand in hand. As a need arose,
the new banks reached out and supplied it, creating in Germany
a banking system in which true commercial functions and in-
vestment functions were intermixed.

The older State and private banks, preoccupied largely with
State finance and prejudiced against the new Joint Stock banks
and their practices, remained aloof. But as the Joint Stock
banks began to encroach upon their territory and to compete
actively with them for their own type of banking business, they
were forced to broaden their activities and to enter into the
commercial banking business in active competition with the
Joint Stock banks. Thus, in three decades of their development
(1870-1900), the Joint Stock banks succeeded in shaping a
pattern for German banking that was gradually adopted by
the more specialized institutions in the early twentieth century.
The influence of these banks on banking practices in Germany
was to broaden the base of the short-term credit business and
to force the recognition of mixed banking as the customary
German banking procedure. In the pre-war period, however,
commercial banking was still confined very largely to the Joint
Stock banks and to the large private bankers. The Joint Stock
banks did not feel the competition from State banks, savings
banks, and cooperatives. They were engaged in an active com-
petition among themselves which led to rapid expansion through
the establishment of branches in every city in the Reich and
to the unification of these banks into large systems headed by
the Berlin Great Banks or, in some instances, to systems headed
by large provincial banks.

The war and the subsequent inflation profoundly affected
the German banking system. The most important change was
to bring all banks into active competition in the short-term
credit business. The collapse of the capital market as the infla-
tion progressed destroyed the mainstay of the business of the
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savings banks and the State banks; their only outlet for funds
was in short-term loans. New banks were founded on a slender
capital margin to handle the tremendous business turnover ; new
public banks began to assume importance in the money market.
These changes were to prove permanent and were to affect
the business of commercial banking in the post-stabilization
period.

The stabilization of the currency in November 1923 re-
vealed the impaired capital structure even of the strongest
banks and completely wiped out of existence many of the
weaker ones. Once more, as in the early days of the 70’s, the
German banking system was forced to stretch its limited capital
to supply the entire money and capital needs of ‘the country. It
was now not only a question of “catching up ” with the rest
of the world; upon the German banks rested the task of saving
the entire domestic economy from complete collapse. Under
these two pressures, the stamp of approval was finally placed
upon composite or mixed banking as the pattern of all banks
in Germany. In the post-stabilization period all banks, to a
greater or lesser degree, engaged in the deposit and short-term
lending business, the brokerage business, and the investment
banking business. The Joint Stock banks began to compete for
savings deposits, large and small; the savings banks entered
into the short-term personal loan business ; everywhere retrench-
ment, consolidation and centralization went on. Competition be-
came more keen, if anything, until the pressure finally forced
working agreements on the competing banks in the interests of
the whole economy.

In order to understand the position of the Reichsbank as the
central bank of Germany and its ability to dominate the Ger-
man money market in the decade under discussion, it is essen-
tial to consider more specifically the organization and inter-
relationships of the groups of banks making up the commercial
banking system. It is not our purpose here to analyze exhaus-
tively German banking in the decade 1924-1933. We are in-
terested, primarily, in the structural organization and integra-
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tion that unites the Reichsbank with the banks, the money
market, and the capital market. We are interested also in bank-
ing and business habits and techniques that influence the con-
trol policies of the Reichsbank and are in turn influenced by
them. Since German banking, however, underwent changes of
significance during this decade, we will be forced to consider,
in broad outline, the history of each of the main groups of
banks belonging to the commercial banking system.

The banks belonging to the commercial banking system have
been classified by Dr. Ernst Walb, Professor at the University
of Cologne, as follows:*

I General Credit Banks

A. Private Banks

a) The Great (Joint Stock) Banks, with branches and
affiliates

b) The Provincial Banks with branches and affiliates
¢) Joint Stock Banks without branches
d) Private Bank Firms

B. The Public Banks
a) Savings Banks
b) Municipal Banks
¢) The Girozentralen (Central Clearing Associations)
d) State, Land, and Agricultural Banks
e) The Note Banks

C. The Colperative Credit Associations

II Specialized Banks, such as

a) Export and Import Banks
b) Foreign Exchange Banks
¢) Banks related to specific industries or trades

IIT Support Institutions

While this classification gives one a convenient tool for an-
alysis, its subdivisions cannot be looked upon as mutually ex-

1Dr. Ernst Walb, “ Uebersetzung und Konkurrenz im Deutschen Kredit-
apparat,” Untersuchung des Bankwesens, op. cit., Part I, Vol. I, pp. 114-196.
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clusive. The basis of grouping here has been from the stand-
point of the type of business carried on. A broader classification
under the heading of Private Banks and Public Banks would
throw all of the support institutions (Group III) into the group
of Public Banks. Some of the specialized banks (Group II)
would be classified as public and some as private, while one
bank at least, here considered as a private share bank without
affiliates (the Reichs-Kredit-Gesellschaft), would become a
publicly owned institution. We shall, however, follow in gen-
eral the above classification, in order to point out the major
differences between the groups as well as to gain some estimate
of the relative importance of each group to commercial banking
as a whole. It also gives us a convenient skeleton structure
with which to follow the development of banking in the past
ten years.

THE Private BaNks (Exclusive of Private Bankers)

There is so much similarity and actual interlocking of con-
trol between the Great Banks with branches and the provincial
banks with branches, as well as between the Berlin Great Banks
which have branches and those which have not, that it seems
more satisfactory to discuss these three groups together. More-
over, the history of these banks in the decade 1924 to 1933 is
a history of further integration and consolidation in which the
boundaries between them become even more difficult to dis-
tinguish.

The term Great Bank has a special meaning in Germany. It
refers only to the large Joint Stock banks (or G.m.b.H. Com-
panies)? which had reached by 1914 a power and prestige suf-
ficient to influence materially, if not wholly to dominate, the

2 The distinction between a Joint Stock bank and a G. m. b. H. company
(Gesellschaft mit beschrankter Haftung) is one which is based upon its legal
form of organization. Joint Stock companies are similar to the American
corporation; the company with limited liability may be said to be approxi-
mately halfway between a partnership and a corporation., See Philip Whale,
Joint Stock Banking in Germany (London, 1930), pp. 331-333.
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credit life of the nation. There were twelve Great Banks in
Germany in 1924, eight in Berlin and four in the provinces.
The eight Berlin Great Banks were the four D-banks—the
Deutsche Bank, the Disconto-Gesellschaft, the Dresdner Bank,
and the Darmstaedter und Nationalbank, and four others, the
Commerz und Privat Bank, the Mitteldeutsche Creditbank, the
Berliner-Handels-Gesellschaft, and the Reichs-Kredit-Gesell-
schaft. The two latter banks have no branches and operate only
in Berlin, but their business is such as to influence the business
and industrial life of the whole nation.

The Reichs-Kredit-Gesellschaft belongs wholly to the period
under discussion. It was founded in 1922 for the special pur-
pose of watching over the interests of the Reich in industrial
undertakings. In 1924, it was reorganized into a share com-
pany with a capitalization of thirty million reichsmarks (in-
creased to forty million in 1925). The shares are all owned by
an industrial holding company of the Reich known as the VIAG
(Veremigten Industrieunternehmung Aktien Gesellschaft). In
spite of the fact that this bank came into existence only in 1922,
it has developed its business rapidly until it is comparable in
influence to the older Great Banks. It carries on a regular bank-
ing business in addition to its handling of Reich industrial
affairs; and, as do the other Berlin banks, it acts as a central
banking institution for many of the larger and better known
provincial bank firms.? It is also well known in foreign markets

31t is difficult to find any term that exactly expresses the relationship
of the large Berlin banks to their banking affiliates. To some extent, the
relationship is similar to that which exists between the twelve Federal
Reserve Banks and their member banks. The Berlin Great Banks hold
deposits for other banks, grant them rediscount facilities, make loans on
collateral, serve as clearing and collection centers, and buy and sell for
them as brokers on the Berlin stock exchange. The whole arrangement,
however, rests upon mutual association and agreement and has grown out
of the necessity of keeping deposits in Berlin as that city developed into the
money market of Germany. I have used the term central banking institution
to indicate this relationship, although it should not be confused with the
term central bank which is reserved for the Reichsbank and has the definite
connotation of control for a public purpose.
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where it has been able to borrow in its own name. Its influence
in the Berlin money market is equal to and, in some respects,
greater than that of any of the other Great Banks.

The four provincial Great Banks (all with branches and affili-
ates) were, in 1924, the Bayerische Hypotheken und Wechsel
Bank, the Bayerische Vereinsbank, both in Munich, the Allge-
meine Deutsche Credit Anstalt with headquarters in Leipzig,
and the Barmer Bank Verein of Diisseldorf. As Berlin became
more and more the money market of Germany, these provincial
Great Banks formed banking connections in that city, usually
with the Berliner Handels Gesellschaft or with the Reichs-
Kredit-Gesellschaft. The eight Berlin Great Banks, through the
control of their own branches (more than goo in 1924), or
through affiliations with the provincial Great Banks with their
branches (more than 390 in 1924), or through direct working
agreements with the small provincial network of branch banks
(about fifty-eight main banks with 1,548 branches), had by
1924 brought under their control either directly or indirectly
approximately 2,894 private Joint Stock banks in all parts of
the Reich.* All of the private Joint Stock banks were thus
united into large systems headed by the eight Berlin Great
Banks. The Berlin banks act as central banking institutions
for their branches and affiliates. They tend, therefore, to keep
their portfolios more liquid than those of their affiliates and
they have become the great money lenders in the Berlin money
marke'c.V

4 These figures are only approximate. The 1929 bank investigation gives
these hranch bank figures for the end of the year 1923. The figures, how-
ever, include only five of the Berlin Great Banks and three of the provincial
Great Banks; the two banks omitted from the statistics are the Mitéel-
deutsche Creditbank and the Bayerische Vereinsbank (Der Bankkredit,
Berlin, 1929, p. 0). The figures for the smaller provincial banks with
affiliates were published in the 1933 bank investigation for the years 1013
and 1032), (Untersuchung des Bankwesens, op. cit., Part I, Vol. I, p. 120). I
have used the 1913 figures as more representative of the position in the
year 1924, although if these banks followed the same tendency as the Great
Banks toward branch bank expansion during the war and the inflation period,
they would have shown a material increase for 1024 over the quoted figure.
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Although their capital and reserve had been decreased by
more than sixty-five per cent through the inflation and the
subsequent stabilization, the Berlin Great Banks were, in 1924,
in a strategic position to enter into the task of rebuilding the
demoralized economy. The general confusion in the money and
capital markets in the immediate post-inflation period and the
total lack of working capital in Germany threw the task of re-
construction largely onto those institutions whose function it
was to supply capital. They were faced with increasing demands
for funds at a time when their own working capital was greatly
diminished. The private discount market had collapsed, lack
of confidence in the profit-making capacity of German industry
made the flotation of new shares practically impossible, long-
term bond issues could not be sold in the domestic market, and
foreign funds were slow at first to relieve the tension. The
credit banks, however, had certain advantages. They were
highly organized national institutions with a network of
branches and allied banks throughout the Reich. The character
of their business made them familiar with all phases of indus-
try. And the close connection with industry that has always
been a feature of Joint Stock banking in Germany made it pos-
sible for them to force through policies of industrial reorgani-
zation, consolidation, and retrenchment, The international con-
nections of the Joint Stock banks gave them a certain promin-
ence in the international money markets, and as soon as the
Dawes Plan had revived confidence in the German monetary
system, these banks were able to borrow in foreign markets.
With the aid of foreign funds, the Joint Stock banks quickly
recovered their own lost strength and were able to support the
remarkable recovery of the German economy from complete
collapse in 1924 to relative prosperity in 1927. The mixed char-
acter of the business of the Joint Stock banks was responsible
as much as anything else for that revival.®

5For a complete analysis of the business of the Joint Stock banks, see
Philip Whale, op. cit.
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The close connection of the credit banks with the capital
market, the bourse, and the issue business rested, in the pre-
war days, on the habit of making large over-the-counter bank
loans to industry, and, when the time was ripe, converting the
industrial debit into a bank credit by floating in the capital
market stocks or bonds to cover the bank debt and to supply
industry with fresh long-term capital. This was perhaps the
most characteristic feature of German banking. It was this
practice which irretrievably mixed commercial banking and in-
vestment banking. The bank loan to industry was really an in-
termediate loan carried by the bank with the certainty of con-
version into securities at some not too distant date. The suc-
cessful flotation of industrial securities was counted upon
to keep the bank’s position sufficiently liquid to meet easily its
demand liabilities. This integration between industry, the credit
bank, and the capital market worked, in the pre-war period,
smoothly and efficiently. These three units were coordinated
into one whole which depended for its success upon the con-
tinued cooperation of the parts. In the post-stabilization period,
this system broke down because one of its essential parts was
so completely destroyed that it failed to contribute its share in
the essential trilogy. The capital market was shattered by the
inflation and throughout the entire ten years under discussion,
it failed to revive sufficiently to take over its old function.

The failure of the capital market to assume its old role in the
German economy is one of the most basic structural changes of
the decade from 1924 to 1933. It had a far-reaching influence
upon the stability of the banking system. From 1924 to 1927
only a small portion of the existing bank loans could be con-
verted into securities, and after 1927 practically none at all.
The long association of the banks with industry made it im-
possible for them to break the habit of meeting all of the credit
needs of their customers, in so far as their resources permitted.
They therefore continued to supply their customers with short
and long-term loans at comparatively high interest rates, and
depended upon foreign funds to make continued bank loans
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possible. This meant that a large portion of long-term indus-
trial finance in Germany was carried by the banks in the form
of “ debtors in current accounts ”.° The banks were borrowing
short-term funds in foreign markets and using them as the
basis of long-term (and frozen) industrial loans. The effect of
borrowing short and lending long on the liquidity of the Ger-
man banks is shown in Table XI.

An examination of the figures in the Table brings out the
fact that the banks continued to supply their clients’ demands
at the expense of their own liquidity. If one realizes that about
50% of the total liabilities of the Berlin Great Banks in the
middle of 1930 were short-term foreign deposits (at least five
billion reichsmarks), which carried an added foreign exchange
risk, the shaky foundations of the credit of the Joint Stock
banks becomes increasingly clear. Then, too, one should note
the tremendous increase, both absolute and relative, of the in-
terbank balances (Column 2) which, as a matter of fact, is a
disguised dilution of cash in an extreme form. If one analyzes
the cash liquidity of the Berlin Great Banks (Column 7) one
finds that these percentage figures give no true picture of their
actual position. Both foreign short-term deposits and inter-
bank deposits, which made up by far the largest proportion of
short-term liabilities (Column 5), are demand liabilities of a
dangerous type—especially dangerous when the cash ratio is
only five to ten percent. Furthermore, not only did the cash
liquidity decrease dangerously, but the total liquidity also de-
creased. Here, again, one must analyze the changes that weak-
ened the strength of bank assets and increased the danger of
bank liabilities. Customer loans were frozen because of the

6 The current account is the backbone of German banking. It is a broad
term covering all possible banking services that can be rendered to a cus-
tomer from the granting of loans to the holding of valuables for safe-
keeping. The current account rests upon a contractual agreement between
the bank and its client. A client may be at times in debt to his bank and at
other times he may have creditor claims upon it. The banks carry their
current account items on their balance sheets as “Debtors in Current
Accounts ” and “ Creditors in Current Accounts”. For an excellent descrip-
tion of the use of the current account by the Joint Stock banks, see Philip
‘Whale, op. cit.
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failure of the capital market to absorb new issues ; bills, reports,
and lombards were less liquid investments than in the pre-war
days because of the changes in the Reichsbank law which made

Tasre XII. ToraL Assers oF THE BERLIN GREAT BaAnksa
December 31, 1924 to 1932

Bank [ 1013|1924 | 1925] 1926 | 1927 | 1928 | 1929 1930] 1931 | 1932

In millions of reichsmarks

Deutsche [ ; |
Bank 2,246 11,091 | 1,541 '1,853,2,320 | 4,623 | 5,534 | 4,924 3,549 3,259

Dresdner
Bank 1,538 795)1,16311,567 1,885| 2,347 | 2,513’ 2,529!3440 3,037

Disconto-
Gesells-
chaft 1,238 1 637! 919 1121,1411| ——b) el —— |

Darmstad-
ter und
National | 1,404 785 1,012 1511 /1,772 2313 | 2,622| 2,555 ¢ —

Berliner- B
Handels- |4
Gesell-
schaft 551 | 161 245, 386 388 461 503 468 369 | 326

Commerz
und
Privat 508 | 449 695/ 902,1268 1,619 | 1,877 1,805 1,392 1,591

Mittel-
deutsche
Credit-
bank 950 8ol 125| 158 24| ——d| —| | | —

Total |7,744 4,007 | 5,700 | 7,498 9,258 | 11,363 | 13,049 |12,281|8,750 {8,213

2 Compiled from statistics in Die Bank, Volumes XVII to XX VI, 1924 to
1933. These figures are not strictly comparable with the ones presented in
Table XI (Column 6) because two banks are included here which were
omitted from the liquidity statistics, the Berliner-Handels-Gesellschaft and
the Mitteldeutsche Creditbank. Also, the figures for 1930 in the previous
Table are as of June 30, 1930 rather than December 31. The figures in this
Table include stockholders’ lLiability, which was omitted from Table XI.

b Merged with the Deutsche Bank in 1929, known thereafter as the
Deutsche Bank und Disconto-Gesellschaft.

¢ Merged with the Dresdner Bank, February, 1932.

d Merged with the Commerz wund Privat Bank, 1928.

only portions of commercial bank portfolios rediscountable or
eligible for use as collateral for loans at the central bank;
foreign short-term liabilities might at any time be demanded.
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In spite of decreasing liquidity, the total balance sheet figures
of the Berlin Great Banks show a rapid expansion of bank
credit. By 1927, the volume of business was greater than that
of 1913, and by 1929 the total balances were almost fifty per-
cent more than the pre-war figure, In Table XII the total figures
carried on the balance sheets of the Berlin Great Banks are
given for the years 1924 to 1932. It should be pointed out that,
in making any comparisons of these figures with those for 1913,
the amount carried on the balance sheet as stockholders’ liability
was much greater proportionately in 1913 than in the years of
the decade under discussion. These figures bring out clearly the
rapid expansion which took place in the assets and liabilities
carried by the German banks from 1924 to 1929. In 1930 a
slight decrease is noticeable, and from 1931 to the end of 1932
a very rapid shrinkage which reflects the effects of the 1931
banking crisis is noticeable.

This expansion of bank credit was no doubt partially re-
sponsible for the rapid industrial development in Germany from
1924 to 1928. The banks were bearing the entire credit burden
usually shared with the capital market. That the German banks
were able and willing to support the capital needs of industry
through a time of severe capital scarcity is from one point of
view highly creditable. The habit developed in the past of serv-
ing all of the credit demands of their clients—Ilong-term as well
as short—enabled the banks to prevent utter stagnation in 1924
and to encourage rationalization and expansion of the domestic
economy until 1927. Although immediately profitable to them,
this service rendered by the banks to the German economy led
ultimately to their own destruction.”

The years 1929 to 1933 were important ones for the private
Joint Stock banks. Under pressure of the world crisis and the
collapse of international confidence, the Joint Stock banks be-
gan first to enter into new group agreements; then competition
was limited by agreement; and, finally, they were forced to
turn to the government for support in order to avoid bank-
ruptcy. Of the twelve Great Banks in 1924, only six remained

7 See Table XI, Column 0.
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in 1933. The Berliner-Handels-Gesellschaft and the Reichs-
Kredit-Gesellschaft were the least affected of any of the Great
Banks by the run upon the German banking system in 193I.
The latter bank, in fact, became one of the prime supports of
the banking system, and aided the government in carrying out
its 1932 reorganization program. The two Bavarian banks, the
Bayerische Hypotheken- und Wechsel Bank and the Bayerische
Vereinsbank, lost their status as Great Banks and many of their
branches were merged with the branches of the Berlin Great
Banks. The Barmer Bank Verein was taken over completely by
the Commerz und Privat Bank in 1932. Only the Allgemeine
Deutsche Credit Anstalt remained of the four provincial Great
Banks. The six Berlin branch banking systems were merged
into three; the Mutteldeutsche Creditbank was taken over by
the Commerz und Privat Bank in the latter part of 1928; the
Deutsche Bank and the Disconto-Gesellschaft merged in 1929,
and the bank is now known by both names (familiarly the DD-
bank); the Darmstadter und National Bank failed in July,
1931, and was taken over by the Dresdner Bank as a part of
the government’s reorganization plan in 1932. The weakened
capital structure of the banks after the crisis of 1931 was re-
built by the government either through direct or indirect loans
to the banks or through government purchase of shares of
stock. Table XIIT shows the extent of the government owner-
ship of the shares of the Berlin Great Banks.

The Joint Stock banks in the ten years under discussion not
only became more integrated under large independent systems
centralized in Berlin, but the systems themselves came under
public ownership. Far from being the privately-owned Joint
Stock banks, more or less free from government supervision
and control, as they were in the early years of their develop-
ment, they are now to a large extent owned by the German
government and the Reich is represented on the boards of the
various banks in proportion to the shares held. There is a strong
and well-defined opinion that the present situation is merely
temporary and that as soon as the financial world returns to
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something approaching normality the Joint Stock banks will
become again purely private institutions. In line with this con-
tention, there is the new Tilka Bank which exists for the prime
purpose of liquidating the indebtedness of the private banks to
the German government. On the other hand, the whole direc-

TaBLE XIII. GoverRNMENT STocK OWNERSHIP IN THE BERLIN GREAT BANKS
Middle of 19332

Amount of shares held Public
Total By Gold shares
share Discount as % of
Bank capital By Reich Bank total

In millions of reichsmarks

Dresdner Bank ........ 150 104 32.0 91
Commerz und Privat

Bank ................ 80 11 450 70
Allgemeine Deutsche

Credit Anstalt ....... 15 — 10.5 70
Deutsche Bank und

Disconto-Gesellschaft . 144 — 50.0 35
Reichs-Kredit-

Gesellschaft .......... 40 40 — 100
Berliner-Handels-

Gesellschaft ........... 28 — — —_

aDr. Hermann Bente, Das Eindringen des Staates und der Kommunen
in das Bankwesen, Untersuchung des Bankwesens, Part I, Vol. I, p. 396
and p. 398.

tion of change in the German banking system has been, since
1931, toward greater government control. The 1933 Bank In-
vestigation Commission devoted a large amount of time to the
consideration of the place of the private bank in the German
economy and most of the prepared material placed a great
emphasis upon the service rendered by the private banks. In
spite of this, the present National Socialist government con-
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tinues to bring the banking system more and more under its
own control. It seems unlikely that private banking will be
reintroduced in Germany for many years to come.®

PRrRIVATE BANKERS

Private bankers have always played an important part in
German banking. In contrast to the Joint Stock banks which
are chartered by the German government and are required to
publish balance sheets at stated intervals, the private bankers
were, until 1933, subject to no such regulations. Little was
known, therefore, of the actual business they carried on, but
since the days of the merchant princes—the Fuggers and the
Rothschilds—the private bankers have had an aura of prestige,
national and international, which the newer Joint Stock banks
have never been able to acquire.

Some of the smaller firms are highly specialized in certain
fields of operation, such as the issuing of securities or the brok-
erage business, but the larger international private bankers
carry on a business which in size and character is comparable to
that of the Berlin Great Banks. During the war and the infla-
tion new firms were founded, but a great many of them failed
with stabilization. From 1924 to 1928 there was a new wave of
expansion which ceased abruptly as the depression began to be
felt, and from 1929 to 1933 large numbers of these private
bankers failed or merged with the Joint Stock banks. The total

8 Since this was written the Dresdner Bank, the Disconto-Gesellschaft,
and the Commers und Privat Bank have acquired their private status, see the
London Financial News, October 7, 1037, p. 9. The news article comments
that “the present regime professes to have no desire to participate in any
form of industrial or financial enterprise but merely to see that such
activities are conducted on party principle.” It goes on to say that the return
to private ownership was “especially to be expected as the State has com-
plete control over all banking and financial operations through (1) the
Reichsbank, (2) the Bank Commissar, and (3) the National Socialist Legis-
lation passed since 1933.”
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number of private bank firms in Germany from 1925 to 1933
was as follows:?

Those with deposit
All firms business
1918 L e 1800 1221
1925 oo e 2500 1406
1930 oo e e 2000 a
1933 (middle) .........c....... 1350 709

a Figures not available.

The private bank firms with a deposit and lending business
decreased in number by 697 from 1925 to 1933. In 1925 these
bankers operated 245 branches throughout the Reich, but by
the middle of 1933 the 709 remaining bankers had only 180
branches. Before the war, more than one-third (36.2%) of all
the banks in Germany carrying a deposit and lending business
were private banks; by the middle of 1933, the percentage
figure had decreased to 23.3%.

The 1933 German bank inquiry gathered statistics for 533
of the 709 firms existing in 1932. 176 firms failed to report,
but only three of these were large internationally known firms.
It is estimated by the Reichsbank that the figures for the non-
reporting firms would not materially affect the percentage fig-
ures although the absolute amounts would be, of course, in-
creased. The totals carried on the balance sheets of the 533 re-
porting private bank firms amounted to 1,824.5 million reichs-
marks on December 31, 1932, divided as follows:*°

Million Rm.
161 firms with a capital of less than 100,000 reichsmarks
contributed 4% of the total balances or .......covuunnn. 68.7
307 firms with a capital of 100,000 to 1 million reichsmarks
contributed 22% of the total balances or ............uuu 405.7

9 Walb, Uebersetzung und Konkurrenz im Deutschen Kreditapparat, op. cit.,
p. 122, In 1925, 640 of the firms were located in Berlin, 120 in Frankfurt-am-
Main, and 330 in Hamburg (Der Bankkredit, op. cit., p. 15, fnt.).

10 Untersuchung des Bankwesens (Berlin, 1933), Part II, Statistiken,
p. 184.
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54 firms with a capital of 1 to 5 million reichsmarks con-

tributed 27% of the total balance or ................... 491.2
11 firms with a capital of over 5 million reichsmarks contri-
buted 47% of the total balance or .........coiviiiian.. 858.9

If one adds the figures for the three large firms not reporting,
the total balances of the fourteen largest firms would be ap-
proximately 50% to 55% of the total. An analysis of the bal-
ance sheets of the reporting banks is shown in Table XIV. As
the figures show, the larger proportion of the assets of the
private bankers was invested in short-term assets and about
14% or 15% in true liquid investments—a slightly higher per-
centage than that of the Joint Stock banks. If one compares the
total balance figures of the reporting private bankers with those

Tapre XIV. Assers or 533 Privare Bangers, 1930 anp 1932 2

Position on

bec.?;’“l-, 1932 . Mlddle. ofﬁBO
Millions Millions
of Rm. Yo of Rm. 7]
Total ..o 18245 1000 3,092 100.0
Cash and deposits with Reichsbank 33.0 .
Deposits with other banks ...... 96.4 1 186 60
Bills and checks ................. 117.1
Short-term treasury bills ........ 156 } 73 220 71
Other short-term credits, current
accounts, reports, lombards, ad-
vances against goods, ete. ..... 1,128.7 61.9 1,786 578
Total short-term credit ...... 12614 69.2 2?06{5' 6:15
Securities and participations in
bond flotations ............... 189.7 104 475 154
Long-term loans ................. 70.1 38 80 26
Other assets ......oovvvvivnnnnn.. 173.9 9.5 345 11.1

a Untersuchung des Bankwesens (Berlin, 1933), Part II, “ Statistiken,”
p. 186.
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of the Joint Stock banks (Table XII), some insight is gained
into the position of the private bankers in relation to the Berlin
Great Banks. Using only 50% of the total halance figures of
the private bankers (the amount contributed by the fourteen
largest bank firms which carry on a business comparable to the
Berlin Great Banks), one finds that the private bankers con-
tributed 11% in 1930 and 10% in 1932 of the combined
balance sheets of these two groups. If it were possible to obtain
accurate statistics for the six largest and internationally-known
private bankers, no doubt these percentage figures would show
a decided increase.

The six largest private bankers in Germany are Arnold
Brothers (Dresden and Berlin), Simon Hirschland (Essen),
A. Levy (Cologne), Mendelssohn & Co. (Berlin), M. M. War-
burg & Co. (Hamburg) and S. Bleichroeder & Co. (Berlin).™*
These firms have extensive and close connections with some
of the largest industries in Germany; one of them, at least
(Mendelssohn & Co.), has been used for years by the German
government both for short-term credits and for the flotation of
long-term loans. These banks were the first after the inflation
to receive foreign deposits. They were the first to be used by
foreign governments, banks, and industrialists for the flotation
of loans in the German market. They were (until 1931) able
to borrow large sums in their own names in foreign markets.

The Berlin Great Banks and the larger private bankers wield
a further influence over the credit life of Germany through
their cooperation in the Berlin Bankers Association—the Ber-
liner Stempelvereinigung. This organization had in 1923 twelve
members, the four D-banks, the Commerz und Privat Bank,
the Berliner Handels-Gesellschaft and six private bankers. The
Berliner Stempelvereinigung regulates the debit and credit

11 Some of the larger private bank firms well known in the pre-war
period were reorganized as G.m.b. H. companies after the 1923 stabilization.
The most important of these which still retain the characteristics of private
bank firms are the J. F. Schroeder Bank of Bremen and Hardy & Co.
of Berlim.
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interest rates of the current accounts of all of the Joint Stock
banks and private deposit banks in Germany. It also fixes the
rate for fifteen to thirty-day loans of all banks for the whole
Reich (loans up to fourteen days are fixed by local banks).
These rates are only customer rates and do not refer to the
bank discount, report, and lombard rates nor to interbank rates
on the open money market. There are one hundred other
bankers’ associations affiliated with the Stempelvereinigung
throughout the Reich.

THE SAVINGS BANKS

The history of the savings banks as operators in the short-
term money market belongs wholly to the post-war period.
Prior to 1914, these banks were purely savings institutions per-
forming the function of gathering together the small savings
of a large number of people and of investing in long-term se-
curities. Their connection was primarily with the capital market.
Since the proportion of withdrawals was always very small in
relation to new savings, only a small percent, usually about six
to ten percent of their assets, was in the form of cash or short-
term loans,

Since the latter part of the eighteenth century the savings
banks had been functioning in practically all German cities,
large and small. They were usually municipally operated and
were all subjected to State regulation. Furthermore, for the
masses of the people, the saving process was almost wholly con-
fined to the savings banks. The State banks and the Joint Stock
companies made little or no effort to attract the small savings
account.

Early in the twentieth century, the Joint Stock banks began
to offer inducements to customers to open savings accounts.
One competitive advantage to the Joint Stock banks was their
ability to offer to transfer funds from savings accounts to cur-
rent accounts, or to facilitate the transfer of funds from place
to place through their network of branches. In 1909, this com-
petition was partially met when the Reich passed the new Check
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Law (Scheckgesetz) which, among other things, permitted the
savings banks to circulate deposits through Giro accounts. The
Giro account of the savings banks began to take on greater
importance and to change, to some extent, their investment
practice.

But it was the war and the subsequent inflation that com-
pletely transformed the business of the savings banks. In this
ten-year period they lost their connection with the capital mar-
ket and became operators in the short-term money market.
Whereas at the end of 1913, 94.07% of their total deposits
were invested in long-term securities (bonds, stocks, municipal
loans), at the end of 1924 only 10.33% were so invested.*®
To be sure, this radical shift in investment practice was only
temporary and there was a decided tendency to return to long-
term investment in the decade 1924-33, but the savings banks
continued to be large operators in the short-term money
markets.

Several factors were responsible for the change in investment
practice which took place between 1914 and 1924. In the first
place, the German government definitely encouraged the de-
velopment of the clearing system of the savings banks in an
effort to conserve the use of cash during the war. To further
this end, the Reich established in 1918 the Deutsche Girozen-
trale, a central banking institution for all savings banks. The
Giro deposits of the banks increased rapidly, which forced the
savings banks to keep a larger proportion of their funds in
short-term liquid assets to cover the withdrawal claims that
might be made upon them. In the second place, the business of
lending to private customers developed under the stimulus of
war loans. The savings banks were made payment places for
war loans, and customers were encouraged to borrow from the
banks in order to purchase government bonds—a process similar
to the famous “ borrow and buy ” slogan of our own Liberty
Bond campaigns. Gradually, the lending of small amounts to

12 Ibid., pp. 152-153. Percentages were computed from data given,
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clients for other purposes became a regular part of the business
of the savings banks and the current account, hitherto unim-
portant, was added to the regular business of the banks. This
increase in their current accounts necessitated a further increase
in their short-term investments. But by far the greatest factor
accounting for the change in investment policy was the infla-
tion. Values of long-term investments began to shrink alarm-
ingly as early as 1921, and in the later years of the inflation
the long-term investment market collapsed. During the infla-
tion, the savings banks used the whole of their available funds
in short-term investments and it is probably because of this
practice that their assets were not wholly wiped out in the sta-
bilization process. In spite of this, however, their assets in 1924
were only 7.5% of those in 1913.**

With the revival of confidence in the latter part of 1925,
pure savings deposits began to increase, at first slowly and
then with a more rapid tempo. Dr. Curt Eisfeld has compiled
some interesting statistics as to the length of time it took for
savings deposits to accumulate.™ He estimates that—

The first billion Rm. was reached in April 1925, i.e. m 16 months

&« 2nd & 13 o «! o M&l‘ch 1926, « 13 11 43
@ Srd «u “« 14 “ 14 DeC. 1926, « 13 9 143
3 4th « " 113 3 4 June 1927’ 43 « 6 143
« 5th « « w“w « «@ Jan. 1928, « 143 7 @
13 ﬁth « « o «“ @ July 1928, « «© 6 173
‘@ 7th o W g i“© I3 Dec' 1928, 113 13 5 o
“« Sth “ Y « 13 13 l\llay 1929’ “« 113 5 «
13 ch “« o " 113 I3 Dec. 1929’ « « 7 113
43 10th « o 3 « 119 July 1930, &« 3 7 13
3 llth 13 o ol « “’ March 1931’ &« 13 8 113

As a result of the banking crisis of the summer of 1931,
there was an actual withdrawal of savings of about one billion
reichsmarks. In 1932 and in 1933 there was a return of savings
to the banks, but by December 31, 1933 the total amount was

13 Untersuchung des Bankwesens (Berlin, 1933), Part 11, Statistiken, p. 184.
14 M. Palyi and P. Quittner, Handworterbuch des Bankwesens (Berlin,
1933), p. 525.
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still 274 million reichsmarks less than the March 31, 1931
figure. Nevertheless, the total assets of the savings banks on
December 31, 1933 were 591 million reichsmarks greater than
on December 31, 1931; they were, however, only 69.84% of
the 1913 figure.*

An analysis of the assets of the savings banks from 1924 to
1933 is shown in Table XV. These figures bring out clearly
the permanent change in investment policy of the savings banks.
In 1913 the investments of the banks in bonds, securities, and
municipal loans were 94.06% of their total assets; in the fol-
lowing years shown in the table the percentage figures were
10.33%, 50.63%, 56.62%, 61.30% and 61.25% respectively.
From the standpoint of the total amount of short-term credit
available in Germany and the influence of the savings banks on
the money market, this shift in investment policy is important.

Tasre XV. DISTRIBUTION OF ASSETS OF THE SAVINGS BANKS
1913; and 1924 to 19332
(In millions of reichsmarks)

Assets 1913 1924 1927 1929 1931 1933

Cash and Giro
deposits .......... 243 48 111 137 127 120
Deposits with
other banks ...... —_ 319 739 1,204 892 1,563
Bills coovvvviiiiiaatn 122 119 208 312 170 193
Short-term loans in
current accounts .. 505 779 1,93 2316 2352 2,102
Bonds .............. 13,116 78 2,063 4,145 5,246 5,555
Securities ........... 4,056 21 899 1,140 1,916 1,884
Municipal loans ..... 2,396 60 594 1,442 1,395 1,460
Other assets ........ 364 112 475 884 1,839 1,651
Total .......... 20802 1,536 7,023 11,880 13937 14,528

a Untersuchung des Bankwesens, op. cit., Part II, p. 152.

15 Untersuchung des Bankwesens, op. cit., Part II, p. 152.
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The question of the degree of liquidity of assets required
for savings banks was not regulated by Statute until 1927. The
banks are now required to keep 30% of their total deposits
(savings deposits plus Giro deposits) in the form of liquid
assets. Liquid assets are defined as:

1. Cash, foreign currency, coupons.

2. Credits with the Reichsbank, private note banks, or post-
check accounts.

3. Deposits with the Girozentralen (these must be 10% of the

total deposits).

Private discounts dealt in on the bourse.

Bills of exchange acceptable to the Reichsbank for rediscount.

. Lombard loans acceptable to the Reichsbank or to the public

banks.

7. Short-term obligations of legal public credit institutions.

8. Demand loans secured by first class bonds or savings bank
books.

oo

The savings banks are now looked upon as competitors of
the commercial banks in their own field and as permanent fac-
tors to be considered in the Berlin money market. In 1928 they
joined the other banks in signing the agreement of fair compe-
tition (W ettbewerbsabkommen), and in December 1931 were
with other banks subjected to the emergency decree (Notver-
ordnung) which ordered a lowering of interest rates. In Janu-
ary 1032, the fixing of interest rates to be charged for loans
and the amount of interest permitted to be paid on deposits
~was placed in the hands of the President of the Bourse who,
in cooperation with the President of the Reichsbank, may
change these rates from time to time. The rates so fixed are
subject to review by regional credit committees but can only
be changed through recommendations to the Central Credit
Committee of the Bourse; changes of all kinds are subject to
the approval of the President of the Reichsbank.

Since the 1931 crisis, the savings banks have developed a
stronger interest in the granting of personal credit. In fact, at
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their annual meeting in 1932, the development of personal
credit was made the center of their credit policy. They are
taking steps with the support of the Reichsbank to provide dis-
count facilities for domestic trade bills of small denominations
in the hope of making more fluid the intermediate credits used
by the small trader and business man. The importance of the
savings banks in their relationship to business and to the money
market seems to have been increasing since 1931. Since the Na-
tional Socialist government came into power, the business of
the banks has been subjected to more national regulation than
was previously the case. In spite of some resistance on the part
of the banks, a Savings Bank Commissioner for all of Germany.
was appointed in May 1933; his main duties are to bring
about changes in the organization of the savings banks and
the Girozentralen; the direction of change, in line with other
National Socialist economic policies, is toward greater centrali-
zation and the breakdown of municipal control and control by
the separate States.

TrE GIROZENTRALEN (Clearing Associations) *¢

The Girozentralen are national, regional or State associa-
tions organized by the savings banks, the land banks, and the
municipal banks for the purpose of furthering the transfer and
clearance of checks drawn on savings accounts. They are also,
however, regular banking institutions which receive deposits
from the banks with which they are connected, other banks,
and private individuals. They carry on the typical current ac-
count business, make loans to banks, and to industry, and lend
money freely on the money market. There are nineteen regional
clearing associations which operate one hundred and nine

16 I have omitted the municipal credit banks from this discussion because
they are unimportant in the total credit life of Germany. They developed
during the inflation years and a few (46 with g4 branches) continued to
exist in the decade under discussion, They carry on a short-term credit
business of an uncertain nature on small capital. Their combined balance
sheets at the end of 1930 totalled only 605 million reichsmarks.
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branches of their own. These have joined into one central or-
ganization known as the German Savings and Clearing Asso-
ciation. The central banking institution for this organization is
the Deutsche Girozentrale, which was established by the gov-
ernment in 1918 and has come to be one of the most important
banks in the Berlin money market. In addition to the regional
Girozentralen, but allied to them through the Deutsche Giro-
zentrale, there are two State associations controlled by the
States of Bavaria and of Wiirttemberg. The main functions of
the Girozentralen are: (1) to serve as clearing houses for the
checks drawn upon savings deposits; (2) to keep money fluid
throughout the Reich through the pooling of deposits in central
banking institutions; (3) to further the credit and commission
business of the savings banks and to give these banks advice
and counsel on all questions; and (4) to guarantee short and
long-term municipal credits.*™ In the latter connection, the clear-
ing banks have been particularly serviceable to the small and
medium-sized cities in the post-inflation period. Pooled muni-
cipal loans guaranteed by the Girozentralen were able to tap the
domestic and foreign capital markets at a time when the cities
were desperately in need of funds and had, individually, a weak
credit status in the world’s money markets. It is certain that the
capacity of the cities to borrow was increased by the Giro-
zentralen.

The balance sheet figures of the nineteen regional Giro-
zentralen are shown in the Table XVI (not including the
Deutsche Girozentrale).

The short-term deposits of the Girozentralen are made up
very largely of the deposits of savings banks, other money in-
stitutions and public departments. It is estimated that only
about 15% of these deposits come from private persons, the
remainder (85%) representing interbank deposits.*®

17 Palyi and Quittner, Handwdrterbuch des Bankwesens, op. cit., pp.
232-234.

18 Walb, Uebersetzung und Konkurrenz im Deutschen Kreditapparat,
op. cit., p. 128.
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The structural organization of the savings banks is thus
highly centralized through the Girozentralen. There are large
numbers of small, publicly-owned savings banks organized into
nineteen larger units each headed by one Girozentrale. These
nineteen regional Girozentralen are in turn organized into one
large group headed by the central banking institution for the
savings banks of the entire Reich—the Deutsche Girozentrale.
The development of this form of organization belongs almost
wholly to the decade 1924-33. The high degree of centrali-
zation of the savings banks and their entrance into the short-
term deposit and lending business is one of the most basic
structural changes that took place in the German banking sys-
tem in the post-war period. In the ten years of development,
the Girozentralen have come to be factors to be reckoned with
in the money market.

Tapre XVI. AssEts aND SHortT TerRM DrposITS OF THE (GIROZENTRALEN,
1926 To 19322

(In millions of reichsmarks)

Year end 1926 1929 1930 1932

Total assets ..........ovven. 18946 3,999.8 4,550.6 4,547.3
Short-term deposits ........ 1,159.8 1,854 8 1,044.1 1,7107

a Walb, Uebersetzung und Konkurrenz im Deutschen Kreditapparat, op.
cit., p. 128.

The investment policy of the Girozentralen compares favor-
ably with that of the large credit banks, although there seems
to be a slight tendency for a greater investment in bills of more
than three months duration by the Girozentralen. From 35% to
45% of their total deposits is kept in the form of liquid invest-
ments (cash, bills, deposits with other banks, daily money).
These banks have been important influences in developing the
short-term credit business of the savings banks; they have also
served to centralize that business in the city of Berlin and to
broaden the base of the Berlin money market. The Girozen-
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tralen were called upon to grant large amounts of support
credits to the savings banks in the crisis of 1931 (about one
billion reichsmarks). These credits were made possible by di-
rect and indirect government loans to the Deutsche Givozen-
trale and were distributed to the savings banks by direct cash
loans or through the unlimited rediscount of their acceptance
credits. The deposits of the Girozentralen increased by ninety
million reichsmarks in the year 1932, which enabled them to pay
back a portion of the 1931 government loan. The Girozentralen
have been subjected to the “ rationalization ” process of the
National Socialist government in an effort better to integrate
their functions. They have been, since May 1933, under the
direct control of the Savings Bank Commissioner appointed
by the government Minister of Economics.

THE STATE BANKS??

The State banks are public institutions owned and operated
by the separate German States. Their history is bound up with
local State development and the most important of them go
back in time to the early nineteenth century—Ilong before the
new Germany of 1870 was formed as a federation of States.
There are, in all, only nine State banks in Germany, five of
them founded since the war and comparatively unimportant.
Three of the others, the Bavarian, Thuringian and Saxon
State banks carry on a business comparable in character to that
of the Joint Stock banks. They operate branches throughout
the State and their business is bound up with the private econ-
omy more than with State finance. The most outstanding State
bank and one of the most important banks in Germany is the
Prussian State Bank (Preussische Staatsbank), known gener-
ally as the Seehandlung. Comparable statistics for the four
largest State banks are given in the following table:

19 It is especially important to remember that this section refers only to
the years up to 1933.
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Tapre XVII. Suize anp EXTENT oF THE BUSINESS OF THE MAIN
State Banks, 1928 anxp 1929 2

(In millions of reichsmarks)

Own Transac- Net State
State bank of capital  Deposits tions profit issue

1928 30,448 388,743 48,015 5365 3,000
1929 32813 365,138 47,928 4,699 3,000

Prussia 1928 18,000 1,026,375 60,570 5,115 1,000
(Seehandlung) 1929 22,000 1,053,779 68,139 4813 2,000

1928 16,258 222,448 24,280 1479 1,109

Bavaria,

Saxony 1929 17,628 228,422 25,187 1555 1,166
Thuring 1928 2250 119,205 7,100 656 200
uringia 1920 2,700 118,548 —_ 553 250

2 Die Bayerische Staatsbank, 1780-1929 (Munich, 1930), passim.

The nine State banks together showed total balance sheet
figures in 1929 of 2,326.6 million reichsmarks; the balance of
the Seehandlung alone was 1,082.7 million reichsmarks, or
46.5% of the total®® With the exception of the Seehandlung,
the State banks compete with the Joint Stock banks and the
private bank firms. Their business is comparatively small and
local in character, but because of their long identity with State
finance and State interests they have a prestige which the na-
tional banks have not been able to break down.

The State bank of Prussia, the Seehandlung, is, however,
one of the most powerful banks in Germany. It is primarily a
bankers’ bank and before the war it competed directly with
the Reichsbank and wielded a more powerful influence on the
Berlin money market than any other bank in the nation—the
Reichsbank not excepted. Because of the relationship of the
Reichsbank to the Seehandlung in the years 1924 to 1933, and
the frequent use of this State bank as a supplement to Reichs-

20 Walb, Uebersetzung und Konkurrenz im Deutschen Kreditapparat,
op. cit., p. 120.
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bank control policies, a further consideration of the Seehand-
lung is desirable.

The Prussian State bank was founded in 1772 by Fred-
erick the Great to further foreign trade. It soon became the
banker of the State and, up to the World War, it was a State
bank in the narrow sense of the word. The center of its busi-
ness was State business. Its duties were to support State credit,
to carry out all of the financial undertakings of the State of
Prussia, and to keep its credit position extremely liquid so that
the State could draw upon it at any moment. It was the identifi-
cation of the new national government with the State of Prussia
and the location of government in the capital of Prussia, Berlin,
that gave national preéminence to the Seehandlung, made it at
times the partner and at times the rival of the Reichshank in
the long and short-term capital markets, and made of it almost
a second central bank. Before the war, its business consisted in
the ordinary credit business of any commercial bank for its
customers, its issue business and its stock exchange business.
It largest customer was, of course, the Prussian State. The
business of the State of Prussia included not only the handling
of income and expenditure of the normal government business,
but also vast sums from State-owned mines, railways, and post-
offices. It was also the bank for insurance companies, hospitals,
trustee accounts and the like, since the Prussian State guaran-
tee of the business of the bank gave the Seehandlung a secure
position not enjoyed by other banking institutions. It had also
a select number of wealthy private customers, large landowners,
State and government officials whose fathers and grandfathers
had begun the family connection. It had, strangely enough, only
two large industrial accounts, the North German Lloyd and the
East Bank for Trade and Industry (Ostbank fiir Handel und
Gewerbe) in East Prussia.

The vast sums of money at its disposal wielded a tremendous
influence on the German money market. The Seehandlung
placed sums, now large, now small, in short-term or long-term
loans. The influence was due not so much to the absolute size
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of the amounts placed as to their relative strength and to the
strategic position of the bank in the money center. The need of
liquidity and security in its short-term investments led the bank
to invest heavily in the treasury bills of the Prussian State and
of the Reich. Since it was called upon to meet any sudden de-
mands made upon it by the State, it was wiser to make heavier
investments in Reich bills, Thus, the Reichsbank came to look
upon the Seehandlung as its chief market for Reich treasury
bills, and the Seehandlung in turn depended upon the Reichs-
bank as a market for its State short-term obligations. In 1914,
the Seehandlung held 84.6 million marks of Prussian bills and
284 million marks of Reich treasury bills.**

This cooperation between the Reichsbank and the Seehand-
lung was also present in the issue of securities. The Prussian
State was a heavy borrower of long-term capital before the war,
and frequently the Seehandlung used its short-term funds to
manipulate the money market into a favorable position for the
flotation of long-term loans. Since competition in the money
and capital markets was disadvantageous to the Reichsbank and
to the Seehandlung, the two banks worked together as leaders
of bank consortiums in the issue business, and usually Reich
loans and Prussian State loans were pooled for one large
flotation.

The Seehandlung carried on the largest stock exchange busi-
‘ness of any bank in Germany prior to the war, although it was
surpassed by the Disconto-Gesellschaft in 1913. It bought and
sold stocks for its depositors and current account customers,
for any individual who wanted to deal in securities, and for
the Prussian ministers of Finance, Agriculture, Forests, In-
terior, and the like. Thus, in the three branches of its business,
it commanded a respect and a strength that made of it at times
a source of support but at other times a source of danger to
the control position of the Reichsbank. Quantitatively, the sup-
port of the Seehandlung was invaluable, but if one considers

21 Guenther Heinicke, Die Preussische Staatsbank (Seehandlung), (Berlin,
1928), p. 64.
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the public nature of the objectives of control by the central
bank, the strength of the Seehandlung was a potential danger
to the Reichsbank. There was little possibility of Reichsbank
control of the money market in opposition to the Seehandlung.
Although it is true that in the last few years before 1914
there were only infrequent divergences of opinion and that
the Reichsbank gained control of the money market, it must
be remembered that that control was with the consent and
cooperation of the Seehandlung, and rested precariously upon
a recognition of mutual interests. Control policies of a central
bank are bound sooner or later to come into conflict with other
banking interests. Control for a public purpose is bound to be
severely handicapped if there exist one or more banking insti-
tutions equal in strength to the controlling bank and independ-
ent of quantitative or qualitative pressure.

The place and meaning of the Seehandlung in the German
economy in the post-inflation years have completely changed.
The inflation meant the collapse of the formerly wealthy Ger-
man economy, and that collapse affected the State banks prob-
ably more disastrously than the private Joint Stock banks. The
main pre-war task of caring for State funds was almost wiped
out through the devaluation of State securities, through the im-
perative need for retrenchment in expenditures of all kinds,
through the reorganization of the tax system by the govern-
ment, which centralized tax authority in the hands of the na-
tional government, through the giving up of State-owned rail-
ways and postoffices to the Reich, and through the ration-
alization of State-owned industries to make them independent
of bank support. The resources of the Seehandlung were thus
radically reduced. Then, too, the early post-inflation years were
not happy ones for the bank, for its affairs seem to have been
badly mismanaged in 1924 and 1925—a mismanagement that
led to a public scandal all the more serious because of the bank’s
former reputation for integrity. The resulting investigation of
the affairs of the Seehandlung led to a change in the structure
of the bank. The former dictatorial powers of the President
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of the bank were taken away and the Board of Directors was
given complete control through majority vote. The Finance
Minister of the Prussian State, while still nominally respon-
sible for the bank, has much less to say than formerly about its
management.*?

In spite of its reduced resources and the public scandal re-
sulting from the investigation into its affairs, the Seehandlung
retains a prestige not shared with any other bank in Germany.
Its pre-war reputation is responsible, to a large extent, for the
influence which it wields today on the Berlin money market.
The policy of the bank has become one of active cooperation
with the Reichsbank. Its business now resembles that of the
large Joint Stock banks and its total balances are usually larger
than any one of them. On December 31, 1932 its balance sheet
showed a total of 965.4 million reichsmarks. Although still en-
gaged in handling the financial affairs of the Prussian State,
this business is secondary to the current account and deposit
business for private and industrial clients. It has used its pres-
tige, and the position which it still maintains as a bankers’
bank, to support the Reichsbank’s efforts to rebuild the private
discount market and to stabilize the money market. Since the
Reichsbank is restricted in the type of bills it can rediscount, the
Seehandlung has performed the important function of broaden-
ing the base of the rediscount market and can be depended upon
to use its large public deposits in the interests of the total Ger-
man economy rather than from the narrower viewpoint of the
Prussian State. It must be looked upon today as one of the
banks which the Reichsbank uses to strengthen its own power:
in controlling the other banks in the money market.

The post-war change that is noticeable in the Seehandlung is
not,only that its power has decreased because of the relative
unimportance of its State business, or that its business is now
more similar to that of the Berlin Great Banks, but also that
the attitude of the management (actually the Prussian State)

92 This statement is even more true now than it was up to the year 1933.
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has become definitely favorable to central bank control—an at-
titude which makes of the Seehandlung a bank which willingly
assists the Reichsbank in its control objectives. The relation-
ship of the Reichsbank to the Seehandlung still rests upon the
voluntary cooperation of the State bank (as opposed to the
Reichshank ownership of the Gold Discount Bank), but that
cooperation is more dependable than in the pre-war period and
the competitive threat of the Seehandlung has been removed.?

The other State banks were forced to go through the same
process of retrenchment and reorganization in the post-war
period as the Seehandlung, but they were less willing to give up
their former position as central banking institutions for their
respective States and to submit to Reichsbank control. Thus,
we find the Bavarian State bank resenting the control of the
Reichsbank over Bavarian public funds, although it recognized
that the Reichsbank’s aims for the German economy were the
same as its own for the State of Bavaria. This bank seems to
have taken the position that good central bank management
does not rest upon the assembling of all public money in the
Reichsbank or the Gold Discount Bank, and that a well-de-
veloped money center such as Bavaria should control at least
that amount of public money that she needs for her own
working capital.

The Bavarian bank and other State banks, in the decade 1924-
1033, entered into competition with the Reichsbank for public
funds, and had some measure of success in keeping large
amounts under their own control. However, the State banks did
not offer the same threat to the Reichsbank that they did in the
pre-war period, although with the exception of the Seehandlung
they continued to entertain hopes of State banking autonomy.
Since 1933, these hopes have been shattered under the “ ration-
alization ” process of the National Socialist government and
by the weakening of the separate German States.

23 See footnote, p. 103.
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THE LAND BANKS AND AGRICULTURAL BANKS

There were six land banks and five agricultural banks in
Germany in 1913. These banks had been organized by groups
of small cities to serve as district central banking institutions
for the small local cooperatives which were not affiliated with
the two main systems of codperative banks. The business of
these banks was comparatively small and they did not enter
into the commercial credit business to any great extent. In the
years 1924 to 1933, however, these banks increased in number,
opened branches, and competed actively with other banks in the
short-term credit field. By 1932, there were fourteen land banks
showing total balance sheet figures of 2,407.2 million reichs-
marks in 1929 and 2,784.8 million reichsmarks in 1930. Of
this amount 929.3 million reichsmarks or 38.6% was invested
in short-term loans in 1929 and 867.4 million reichsmarks or
31.1% in 1932.** By the end of 1932 there were eight agricul-
tural banks—smaller than the land banks—Dbut they too showed
an increasing tendency toward entering into the short-term
credit business.

THE NoTE BANKS

The four note banks acted as central banking institutions for
their respective States and were looked upon locally as the court
of last resort in times of monetary stringency. As was pointed
out in Chapter II, they were strictly limited as to the type of
business they could carry on and the amount of notes that they
could issue. Their total balances averaged only 381 million
reichsmarks in 1932.%*

THE CoOPERATIVE CREDIT ASSOCIATIONS
(Kreditgenossenschaften)

Cooperative credit is deeply rooted in the German economy
and plays a role scarcely understandable to those accustomed

24 Walb, Uebersetzung und Konkurrens im Deutschen Kreditapparat,
op. cit., p. 130.
25 Ibid., p. 131. See footnote 7, p. 20.
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to the American and English banking systems. The cooperative
associations exist primarily for the small business man and the
petty farmers. They are built up on the idea of personal short-
term credit. The business codperatives lend for a maximum of
three months and the agricultural coperatives for one year.
They lend only to their members, but will receive deposits from
non-members. Their operating funds come from capital con-
tributed by their members, reserves built up through their years
of operation, deposits (savings and current accounts) and
credits with other banks. Their business is comparable to that
of the Joint Stock banks and although, of course, the size of
each transaction is very small, they have a large number of
transactions. Their funds are kept for the most part in liquid
investments and through their central banking organizations
they play an important role on the Berlin money market. There
were 20,884 credit coGperative associations in Germany on
January 1, 1924, and 21,373 on January I, 1932. The total
membership in 1932 was 6,628,966.

The purely credit associations belong either to the Schultze-
Delitzsche system of business codperatives or to the Raiffeisen
system of agricultural codperatives. In addition producer and
consumer cooperatives exist for all conceivable purposes. The
need for a banking organization to further their business led to
the development of hundreds of separate small codperative
banks. The Schultze-Delitzsche banks were organized with a
central banking institution of their own as early as 1869, when
the Deutsche Genossenchaftsbank was founded with headquar-
ters in Berlin. In 1872, the Raiffeisen organization followed by
establishing the Deutsche Raiffeisen Bank. The other copera-
tives also began to establish central banking institutions but
usually along State or provincial lines. The State of Prussia or-
ganized a central banking institution for all codperative credit
banks in Prussia in 1895—The Prussian Codperative Central
Bank, known as the Preussenkasse. This bank is now one of
the strongest banks operating in the Berlin money market. It
keeps all of its assets in short-term investments, loaning freely
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in the money market except at month-end settlement day when
the demands from its local banks force it to borrow in the open
market. Early in the twentieth century, the Deutsche Genossen-
schaftsbank was taken over by the Dresduer Bank, which
established a special department to develop this business. By
1913, the total balance sheets of the main central banking in-
stitutions of the codperative credit associations had grown to
4,816.4 million marks.

In 1924, there were four main central banking institutions
for the codperative credit associations (not including the Dresd-
ner Bank.*® These four institutions had a combined share cap-
ital and reserve of 156.5 million gold marks and total deposits
of 591.1 million marks wlien the gold balance sheets were
published in 1924. The decade 1924-33 proved a period of
steady growth for the coOperative associations. Their control
organizations aided in keeping fluid the small short-term credits
that were so greatly in demand in the reconstruction years.
They also served the important function of binding together
business and agricultural intermediate credits. The comparative
stability of the coOperative associations and the deep attach-
ment of the German people to the codperative idea led to a
quick rebuilding of capital, reserves, and deposits. The share
capital and reserve of the central banking institutions had in-
creased, by 1929, to 233.3 million reichsmarks and deposits to
1,118.3 million. The figures for 1932 show a capital and re-
serve of 265.4 million reichsmarks and total deposits of 1,013.5
million.*” The decrease in deposits for 1932 reflects the effects
of the banking crisis of July 1931, but the comparatively small
amount of the decrease (104.8 million reichsmarks) is also in-

26 These were the Preussische Zentral Gewossenschaftskasse (Preussen-
kasse), the Deutschen Genossenschaftsverband, the General Verband der
Deutschen Raiffeisen Genossenschaften (Deutsche Raiffeisenbank A. G.),
and the Reichsverband der Deutschen landwirtschaftliche Genossenschaften.
Statistisches Jahrbuch fiir das Deutsche Reich, 1928.

27 Ibid., 1933. There were at this time only three central banks; the
Raiffeisen Bank A. G. had been taken over in 1928 by the Preussenkasse.
These figures do not include the codperative business of the Dresdner Bank.
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dicative of the confidence of the people in the codperative
banks. The other banks suffered much more. The competition
among the Joint Stock banks, the savings banks and the co-
Operative banks became even more severe during this period
than before the war and in spite of the competitive agreement
of 1929 (W ettbewerbsabkommen) continues to be very strong.
There is, no doubt, an overlapping of function, particularly
since the savings banks have begun actively to develop the
personal credit business.

The government has taken several steps to reduce the amount
of overlapping. In the first place, in October 1932, the Preus-
senkasse was made a national bank rather than a State bank to
operate as the central banking institution for all codperative
credit associations in the Reich; its name was changed to the
Deutschenkasse. The Dresdner Bank was relieved of its work
in the codperative credit field and the capital of the new Deui-
schenkasse was increased by forty million reichsmarks contrib-
uted by the government (the government already owned one-
half of the share capital of the old Preussenkasse). In the
second place, a new bank was founded in January 1933, with
capital supplied by the Gold Discount Bank, the Bank fiir In-
dustrie Obligationen, the Deutschenkasse, the Dresdner Bank,
and the individual codperative credit banks (the latter contrib-
uted only a very small amount). The task of the new “ Mobili-
sierungs Kasse ” is to make more liquid the credits of the busi-
ness cooperatives throughout the Reich.

Thus, in the field of codperative credit just as with the State
banks, the savings banks, and the Joint Stock banks, structural
changes of great importance were taking place from 1924 to
1933. The cooperatives became more centralized so that their
pooled resources in their central banking institutions played a
_ leading part in the money market of Berlin. Although these
changes were taking place in the early years of the decade, they
were much more marked from 1931 to 1933.
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The credit codperative associations, under crisis pressure and
the new rationalization of the National Socialists, gradually
lost their basic principle of self-help. In 1933, their central
banking institutions were largely owned by the government
and their separate banks were still heavily in debt to their
central institution for support credits given to them in the 1931
crisis. Their history since 1933 is bound up with the radical
reorganization of the agricultural economy in Germany and
they seem now to have lost their original character.

THE SPECIALIZED BANKS

The specialized banks in Germany numbered seventy-three -
at the end of 1932, sixty-five of them privately owned and eight
publicly owned.?® The idea of specialized banks is not new in
Germany, for there were twenty-nine of these institutions in
1913, all privately owned. These banks were, however, small
and, although serving a particular trade or industry, their
significance to the credit life of the nation was minor. In the
post-war period, the specialized banks began to develop a new
meaning. The private banks increased in number but it was the
growth of large, national, publicly-owned specialized banks that
brought this group into national prominence. When one speaks
of specialized banks of post-stabilization Germany, one refers,
generally, only to the publicly-owned banks. Table XVIIL
shows the total balance sheet figures for all of the specialized
banks, public and private, and, for the purpose of comparison,
the total figures with the amount of the balance sheets of the
Gold Discount Bank and the Deutsche Verkehrskreditbank
subtracted. The table shows also the amount of short-term de-
posits held by these banks and their acceptance credits.

28 There is no agreement in German bank statistics as to the exact num-
ber of specialized banks in Germany. The Statistisches Jahrbuch, Die
Reichsbank, op. cit., Der Bankkredit, op. cit. and the reports of the Central
Verband des Deutschen Bank und Bankiergewerbes all give different figures.
The figures used here are those of the Central Verband as reported by Walb,
Uecbersetzung und Konkurrenz im Deutschen Kreditapparat, op. cit., p. 133.
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Tapre XVIII. Assers oF THE SPECIALIZED BANKS®2
1913, 1928, 1930, 1931

(In millions of reichsmarks)

1 minus Gold 3 minus Gold
Total Discount Bank Total short Discount Bank
Year balance and the Ver- deposits and and the Ver-
end sheets kehrskreditbank acceptances kehrskreditbank
1 2 3 4

1913 5441 544.1 139.1 139.1
1928 2,165.2 14942 1,523.0 1,065.7
1930 3,425.0 23820 2,666 0 19210
1931 2,866.0 1,586.0 2,155.0 1,205.0

a Walb, Uebersetzung und Konkwrenz im Deutschen Kreditapparat,
op. cit., p. 133.

The table brings out the difference between the pre-war period
and the post-war period. It also shows clearly the significance
of the publicly-owned banks since only two of these, the Gold
Discount Bank and the Verkehrskreditbank, accounted for
44.66% of the total balance sheets on December 31, 1931I.

A complete analysis of the specialized banks in Germany
would take us too far afield since each exists for its own pur-
pose and each differs radically from the other. Of the eight
publicly-owned banks, four are of sufficient importance to the
credit life of the nation, and to the Reichsbank in particular,
to receive further consideration. The Gold Discount Bank, one
of these four, has already been discussed. It must be classed as
one of the most important specialized banks. Its classification
as a public bank is correct, although, as was pointed out in
Chapter II, it is entirely owned by the Reichsbank which is
itself privately owned and operated; in spite of ownership, how-
ever, the Reichsbank and its daughter institution can be looked
upon only as public banks. A short summary of the three most
important specialized banks will serve to illustrate the particular
significance of this group.
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The Deutsche Verkehrskreditbank A. G. was founded in
1923 for the purpose of furthering the business of handling
freight on the German railroads. It has established 2,400
branches throughout the Reich and has come to be the bank that
handles all of the financial transactions for the railroads. The
majority of its shares is owned by the German Railway Com-
pany (Deutschen Reichsbahn Gesellschaft). It has control over
large amounts of capital and its investments in the money mar-
ket are of tremendous importance. Through an agreement with
the Reichsbank, these investments have been limited to prime
bankers’ bills guaranteed by the Reichsbank, the Gold Discount
Bank or the largest Joint Stock banks, and to Reich treasury
bills. On June 30, 1931, its balance sheet showed assets and lia-
bilities of 467 million reichsmarks plus a share capital of four
million (increased to twenty million reichsmarks in October
1931) and a reserve of 1.4 million reichsmarks.*®

The Deutsche Bau- und Boden Bank was founded in 1923
for the purpose of granting credits to the building trades. Its
shares are owned for the most part by the government although
some are in the possession of large landowners and public and
private banks. The bank is operated by the government. It
grants credits to coSperative building societies, to private con-
tractors, and to private individuals. The bank carries on all
types of banking business, particularly a deposit and short-term
lending business. In 1928, it borrowed five and one-quarter mil-
lion dollars in the United States on a six and one-half percent
bond issue guaranteed by building mortgages. On December 31,
1931, its balance sheet showed assets and liabilities of 213 mil-
lion reichsmarks with a share capital of 34.3 million reichs-
marks and a reserve of five million.*

The Bank fiir deutsche Industrieobligationen came into ex-
istence in 1924 as a result of the Dawes Plan. Its special pur-
pose was to act as the trustee of the Dawes loan creditors in

29 Palyi and Quittner, Handwdrterbuch des Bankwesens, op. cit., D. 415.
30 Ibid.
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the collection of funds from the industries whose revenues were
pledged for interest payments on the loans. The interest on this
loan amounted to a total of five billion gold marks, or an annual
pavment of 250 million reichsmarks. Through its connections
with industry, the bank proved to have a tremendous influence
on the rebuilding of the German economy. After the Young
Plan came into being, the industrial guarantees were removed
from the German loans and the bank was then reorganized as
an industrial bank which granted credits to private industry
and to agricultural undertakings. This bank might be classed
either as a specialized bank (as it was until 1930) or as a sup-
port institution; it had some of the characteristics of the latter
group even in the earlier years and these became more pro-
nounced after 1930. It is managed by a Board of Directors of
thirty-three members, five of whom are members of the gov-
ernment and one, at least, a member of the Board of Directors
of the Reichsbank. The bank functions primarily as a source of
small or moderately small loans and has the right to issue in-
terest bearing bonds up to six times the amount of its share
capital. It engages in all types of banking business and carried
a business on its balance sheet of March 31, 1932, of 150 mil-
lion reichsmarks plus a share capital of fifty million and a
reserve of sixty-five million.*

The growth of public credit institutions and their increasing
importance in the credit life of the nation is one of the basic
structural changes of the post-stabilization decade. While the
specialized banks show the increasing tendency of the govern-
ment to enter into banking, they are, on the whole, of less sig-
nificance than the support institutions.

THE SUPPORT INSTITUTIONS

The support institutions (Hilfsinstitute) belong wholly to
the period under discussion and are all owned and operated by
the German government. They are organized as bankers’ banks
and they were intended, for the most part, to unify and cen-



COMMERCIAL BANKING SYSTEM 113

tralize the short-term credit business of all banks. We shall at-
tempt to outline only briefly the organization and functions of
the main banks belonging to this group.

The Deutsche Rentenbank was created in 1923 to stabilize
the currency after the inflation. Its capital was 3,200 million
rentenmarks, raised by a levy upon the whole German nation.
It had, during the stabilization process, the sole right of note
issue. When the Reichsbank was reorganized in 1924, it took
over from the Rentenbank that portion of its note issue which
was guaranteed by industry and trade (1,200 million renten-
marks). The remaining two billion rentenmarks guaranteed by
agriculture, forests, and the government were converted into a
long-term indebtedness bearing five percent interest. The debt
was to be paid off at the rate of 100 million marks annually.
The task of withdrawing the Rentenbank notes from circula-
tion and the gradual substitution of reichsmarks was given to
the Reichsbank. The indebtedness of the government to the
Rentenbank was to be paid back by sixty million reichsmarks an-
nually set aside out of the ordinary budget. Also, the govern-
ment was to pay a portion of the agricultural indebtedness—an-
other sixty million reichsmarks annually. To carry out this pur-
pose the government guaranteed to set aside its annual share
of the profits of the Reichsbank.* It was thought that the
Rentenbank notes could be withdrawn from circulation within
a period of three years, but the depressed state of agriculture
and the budgetary difficulties of the Reich made this impossible.
On December 1, 1930, the length of life of the Rentenbank was
extended for twelve years; the notes were to be completely
withdrawn from circulation by 1942.%

The Deutsche Rentenbamkkreditanstalt was organized as
the central banking institution for all of the agricultural
credit corporations in Germany. Its original purpose was
to liquidate the indebtedness of agriculture arising out of

32 See footnote 12, p. 32.
33 Ibid.
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the Rentenbank’s long-term bond issues, but it has developed
into one of the most important banking institutions in the coun-
try. It carries on [large long-term] borrowing and lending oper-
ations, carries a personal deposit and loan business which ope-
rates only through the existing credit institutions, and it bor-
rowed heavily in foreign markets. Its liquid balances are at
times very large and these are employed in the purchase of
short-term bills in the money market. The bank is managed by
a Board of Directors of twenty-four members elected by the
one hundred and ten largest agricultural credit societies, but
the Board is directly responsible to the German government.
Its capital is 170 million reichsmarks but it can be increased to
500 million through the issue and sale of interest-bearing agri-
cultural mortgage bonds. The annual increase in capitalization
is limited to twenty-five million reichsmarks. This bank is one
of the strongest support institutions to the Reichsbank.

Four other government banks were organized in 1931 and
1032 and performed important functions in the transition from
the older competitive system to a highly integrated and con-
trolled banking system.

The Akzept und Garantiebank was founded in July 1931
for the special purpose of guaranteeing bank loans. Some such
bank was necessary after the banking crisis of 1931, when the
German government reopened the banks after the bank holiday
with a special government guarantee of all bank deposits.
Support credits to the banks were granted by the government
through the Akzgept Bank to the amount of one and one-half
billion reichsmarks. The Akzept Bank has a capitalization of
200 million reichsmarks, eighty million of which were con-
tributed directly by the Reich and sixty-six million from gov-
ernment-owned banking institutions. It is primarily a bankers’
bank and is under the control of the Reichsbank.

The Diskont Kompagnie A. G. was founded on December
5, 1931 to broaden the rediscount market, which had become
paralyzed under the continued banking difficulties, and to relieve
the Reichsbank from the necessity of bearing the entire redis-
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count burden. Seventy percent of its share capital is publicly
owned—fifty percent of it by the Gold Discount Bank—which
makes the Diskont Kompagnie A. G. a subsidiary to the Reichs-
bank. The bank expanded its functions rapidly in 1932 and
1933 and was used by the National Socialist government as a
discount center for the work-creation bills brought into exist-
ence to pay for public works, employment schemes and the like.

The Deutschen Finanzierungsinstitut, known as the Defi
bank, was organized in December 1932. Its share capital of
thirty million reichsmarks is owned by the Gold Discount Bank,
the Akzept Bank, the Bank fiir Industrieobligationen, and pri-
vate bankers. Its purpose is to serve as a rediscount center for
large banks, to keep short-term capital fluid throughout the na~
tion and to direct capital loaned by the government into profit-
able undertakings.

The Tilgungskasse fiir Gewerbliche Kredite, known as the
Tilka bank, was founded at the same time to liquidate the sup-
port credits granted by the government to the banks in the bank-
ing crisis. Its capital of thirty million reichsmarks was supplied
by the Gold Discount Bank. The bank was chartered for
twenty-five years, when it is estimated the amortization plan
put into effect will have liquidated the total bank indebtedness
to the government.

SUMMARY

Three changes of importance characterize the development of
German banking in the decade 1924-33. These are—r1)
the entrance of all types of banks into the commercial credit
field and the resulting expansion of short-term credit; 2) the
rapid integration and centralization which took place in each
of the bank groups; and 3) the growth of public credit institu-
tions. All of these are structural changes of deep-rooted sig-
nificance in the question of central bank control.

The relationship of the bank groups to the total amount of
short-term loans granted by the German banks is shown in the

following table:
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Tasre XIX. Torar SHorT-TERM LoANS OoF THE GERMAN BANKS 2

1925-1932
Total
domestic Percentage of total supplied by
short-term

Year loans (in Private b Publice
end million Rm.) credit banks Cooperatives credit banks
1913 ...... 19,608 708 205 87
1925 ...... 13,006 56.8 115 31.7
1929 ...... 27,128 602 148 252
1930 ...... 27,626 573 15.7 270
1931 ...... 22,275 50.7 182 311
1932 ...... 20,429 498 17.7 325

a Compiled from statistics in Uniersuchung des Bankwesens, Part II, op.
cit., pp. 14-25. Short-term loans include bills, report and lombard loans,
advances against goods, loans to banks, and unsecured customer loans.

b Exclusive of private bankers.

¢ Public credit institutions include savings banks, land banks, municipal
banks, and the Girozentralen.

The table brings out in detail what has been said above. The pri-
vate credit banks declined in relative importance, while the
public credit banks increased; the coOperatives lost some of
their pre-war influence in the short-term money market but re-
gained, to some extent, the position lost.

The expansion in bank credit is startling. The short-term
loans of the German banks were almost eight billion reichsmarks
greater on December 31, 1930 than they were on December 31,
1913. It must be remembered that the capital and surplus of the
German banks had been decreased through the inflation and
subsequent stabilization and, although there was some rebuild-
ing of the capital structure from 1924 to 1930, the old pre-war
position had never been regained. These facts are shown in the
following table:
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Tasre XX. CaritAL AND RESERVE oF THE THREE MAIN BANK GROUPS
(December 31, 1913; and 1925 to 1982) 2

(In mullions of reichsmarks)

Bank group 1913 1925 1929 1930 1931 1932
Private credit ..
banksb ........... 4441 1.370 1,783 1,736 1,290 1,166
Public credit
institutionse ...... 1,196 346 739 833 943 1,040
Cooperatives ........ 615 296 600 665 677 642
Total ........... 6,252 2,012 3,122 3,234 2,910 2,848

a Untersuchung des Bankwesens, Part II, op. cit., p. 121-122.
b Exclusive of private bankers.

¢ Exclusive of the Gold Discount Bank, the Verkehrskreditbank but in-
cluding the Deutsche Girozentrale.

In spite of the absolute increase of 1,222 million reichsmarks
in the capital and reserve of these banks from 1923 through
1930, the amount in 1930 was only 51.72% of the 1913 figure
and by 1932 it had dropped to 45.55%.

The position of the German banks becomes clearer, however,
if one includes in this survey the short-term borrowing of the
banks in foreign markets. The second Basle committee esti-
mated that the total amount of foreign short-term funds on
deposit with German bankers amounted to eight billion reichs-
marks on December 31, 1930.** Although this figure is only an
estimate and cannot be taken absolutely at face value, there is
a striking resemblance between the increase in the short-term
loans of the German banks (eight billion reichsmarks) and their
short-term foreign borrowings. The banks were not merely
lending freely on a weakened capital structure, but they were
able to continue lending only because foreign banks were will-
ing to hold large deposits in Germany. The real expansion in

34 League of Nations, World Economic Survey, 1931/1932, p. 80.
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short-term loans was borne by the foreign depositors of the
German banks. The German banks, in permitting themselves
to become involved, were trustingly placing their continued ex-
istence in the hands of foreign depositors. The strength of any
banking system rests upon confidence. In Germany, however,
this essential confidence was foreign rather than domestic. The
results of the situation the world knows well. The 1931 crisis
brought the German banking system very close to disaster.®

The expansion of short-term loans by the German banks was
offset to some extent by the decrease, both absolute and relative,
in their long-term investments. These figures are shown in
Table XXI:

Taste XXI. LoNG-TERM INVESTMENTS OF THE THREE MaiNn Bang Groups 2
December 31, 1913; and 1925 to 1932

(In millions of reichsmarks)

Bank group 1913 1925 1929 1930 1931 1932
Private credit
banks ........ 4,443 716 2,194 2,312 2,728 2,837
Public credit
institutions ... 21595 1,114 11,331 13236 13815 13,547
Codperatives ... 386 45 218 276 333 277
Total ...... 26,424 1875 13,743 15824 16,873 16,661

a Untersuchung des Bankwesens, Part II, op. cit., pp. 38-49.

The long-term investments of the German banks never regained
their pre-war importance. A great deal of the expansion of
short-term bank loans was accomplished at the expense of the
decrease in long-term; or, to put it another way, the long-term
needs of the German economy were carried by the banks in the
form of short-term loans. This was a further source of weak-
ness to the German banking system as a whole.

35 See below, Chapter VI.
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The increased importance of the short-term bank loans and
the entrance of all banks into commercial banking broadened
the power of the Reichsbank over the banking system. In so far
as central bank control policies press directly upon Reichs-
bank Giro deposits, the discount market, and the cost of short-
term loans, and the larger the number of banks influenced by
these policies, directly or indirectly, the greater the effect upon
the total economy. This will become more obvious as we take
up the integrations of the Reichsbank with the banking system
in the short-term money market in the following chapter.

One is frequently told in Germany that there is not one cen-
tral bank, there are many central banks. This statement refers,
of course, to the large number of central banking institutions
that exist for the purpose of consolidating the activities of
some particular group of banks. It does not refer to a multipli-
city of banks existing for the purpose of controlling the en-
tire banking system for some public purpose. The private Joint
Stock banks were united into eight large systems (five in 1933)
with the Berlin Great Banks acting as central banking institu-
tions for their branches and affiliates. The savings banks and
the land banks depend upon the Deutsche Girozentrale for clear-
ing, rediscount credit, and as a depository for funds. The busi-
ness of the codperatives is now largely concentrated in the
Deutschenkasse (formerly the Preussenkasse). The Seehand-
lung is still a bankers’ bank used by other banks throughout
Germany for rediscount, for lombard loans, and as a corre-
spondent bank in the money center. These banks are all located
in Berlin. In addition, there are the four note banks which are
central banking institutions for their respective States and the
larger State banks which also have some of the functions of
central banks. These latter are required however, to follow
the Reichsbank discount and lombard loan policy, and to this
extent, they are supplementary to the Reichsbank; in so far as
they serve as rediscount centers and put notes into circulation,
they broaden rather than hamper the task of the Reichsbank.
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Any discussion of the Reichsbank as the central bank of Ger-
many with the power of controlling the credit life of the nation
must take into consideration this centralization of banking in
large groups each of which is headed by a central banking insti-
tution of its own. On the whole, the high degree of centraliza-
tion and integration of the German banking system works for
more effective Reichsbank control. It is the relationship of the
Reichsbank to these central institutions that becomes important.

The growth of public credit institutions in the decade
1924-33 has been one of the most important of all changes tak-
ing place in the organization of German banking. From the
standpoint of the Reichsbank, the government-owned specialized
and support institutions are actually tools of the Bank. The re-
lationship of the Gold Discount Bank to the Reichsbank has
been discussed in Chapter II. The other public banks, such as
the Rentenbankkveditanstalt and the Verkehrskreditbank,
were used by the Reichsbank to support its efforts to gain con-
trol over public funds from 1924 to 1927, to rebuild the capital
market and the private discount market, and to grant credits
to agriculture. Both quantitatively and qualitatively the Reichs-
bank has been strengthened by the existence of these public
banks; quantitatively, because the resources of these institutions,
used under Reichsbank direction, added to the weight of the
central bank in the money market; qualitatively, because
through these institutions the Reichsbank was enabled to put
into operation many measures that would have been impossible
under its own charter.

After the banking crisis of 1931, the Reichshank became
practically dictator over the credit life of the nation. The in-
creased importance of the Reichsbank came not only through its
position as the court of last resort for foreign exchange, money,
and credit, but also through actual ownership participation
in the control of the Joint Stock banks and the central banking
institutions, as well as through the direct or indirect control of
the new support institutions. Although the position of the
Reichsbank was very much stronger after 1931 and amounted
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to monopoly control of the entire banking system, the shift
from private to public credit was taking place throughout the
earlier years of the decade. The total amount of short and long-
term loans granted by the public banks, the savings banks and
the Joint Stock banks on October 30, 1930 was: *°

Public credit institutions ........... 3,161.1 million reichsmarks

Savings banks (public) ............ 4,766.6  “ “
Total covvevvnnnnnnnnn 7,927.7 “ “

Private stock banks37 ............. 4,0189 ¢ “
Total covivivninnnnn. 12,8466 ¢ “

Thus, 61.7% of the total loans granted came from publicly-
owned banks. Of this amount, about 40% was put into circu-
lation by public institutions directly subject to Reichsbank con-
trol and acting under the advice of the Reichsbank.

The ability of a central bank to carry out its credit policies
and to make them effective will depend very largely (as far as
the domestic economy is concerned) upon the degree of in-
tegration and cooperation found in the banking system of which
it is a part. As one studies the changes taking place in German
banking in these ten years he is impressed by these structural
developments, all of which worked toward strengthening the,
control position of the Reichsbank.

36 Palyi and Quittner, Handwarterbuch des Bankwvesens, op. cit., p. 414.
37 Exclusive of private bankers.



CHAPTER IV
THE MONEY MARKET

WE have been concerned so far with a structural analysis of
the Reichsbank and of the commercial banks. Some further un-
derstanding is required of the business habits and techniques
that have been built up in Germany to facilitate the tse of funds.

There is no agreement in the use of the term money market.
In the broad sense, the term covers a complex group of ideas
embodying the interlocking habits, customs, institutions, and
techniques of the whole credit process. In the narrower sense,
a money market means a balancing place for marginal funds. In
any case, the term money market carries with it the implication
that institutional integration has reached a point where coher-
ence and form are found in the credit system.

A clear understanding of the credit process as it operates in
Germany requires the broader interpretation. Mixed banking
leads to mixed usage. The German banks operating as brokers,
issuers of long-term securities, and suppliers of short-term
credit have developed a type of credit business in which no very
sharp lines of distinction can be drawn.

MonNEy MARKET INSTITUTIONS AND THEIR TECHNIQUES

In Germany the development of a well-defined money center
came comparatively late. At the beginning of the twentieth cen-
tury, organization had gone so far as to produce three compet-
ing cities: Frankfurt-am-Main, Hamburg, and Berlin. By
1914 the dominance of Berlin as the money market
of Germany was unquestioned, although Frankfurt-am-Main
retained considerable importance. The prestige of the city of
Berlin rested upon the fact that it was the capital of the most
wealthy of the federal States—Prussia—and was also the cap-
ital of the German nation. It had, therefore, an advantage in
the use of large amounts of public funds which created in
Berlin a natural reservoir of capital which could be tapped by
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all parts of the country. Competition among the banks, which
resulted in the centralization of banking power in Berlin, gave
institutional weight to the credit policies of the Berlin Great
Banks and made it possible for them to impress their credit
forms and techniques on the entire nation. Furthermore, the
Reichsbank, as the clearing center for the whole credit economy
with its head office in Berlin, placed its final stamp of approval
on that city as the money market of Germany.

The necessity of quick rebuilding of the credit structure after
the collapse caused by the inflation emphasized clearly the im-
portance of a money center. Berlin emerges in the period
1924-33 as the money market of Germany with a power
in the credit life of the nation comparable to that exerted by
London, New York and Paris in their respective countries.

The institutions of the Berlin money market are the ex-
changes, the banks, and a small number of independent brokers.
There are three exchanges operating in Berlin; the stock ex-
change, where money, foreign exchange, bank acceptances,
trade bills, and securities are handled ; the produce exchange for
the grains, coffee, rubber and the like; and the metal exchange,
covering transactions in all metals other than gold or silver. It
is only the first of these—the stock exchange, or more properly
the bourse—that we shall consider here in detail. The banks
include all of those institutions mentioned in Chapter III, and
the Reichsbank. Although, in function, banks and the bourse
must be distinguished from each other, there is in Germany
such an interrelationship between them that any analysis of the
operation of the one without the other is impossible. Aside from
the few independent brokers who operate on the stock exchange,
the entire money business of Germany is concentrated in the
commercial banks.

The separation of the institutions of the Berlin money mar-
ket into the bourse, the banks, and the independent brokers is
convenient for the purpose of a descriptive analysis of the tech-
niques developed in Germany to facilitate the flow of funds.
It must not be supposed, however, that there is the same degree
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of actual separation as is found in America and in England.
The distinctive characteristic of German banking is that it is
“ mixed ” banking. The effects of this mixture on the money
life of Germany are brought out clearly in a study of the habits
and customs of the Berlin money market.

A complete analysis of bourse trading will bring out: 1) the
bank credit interconnections with the bourse, 2) the interbank
connections on the bourse, and 3) the relationship of banks and
bourse to the Reichsbank. The technique developed by the com-
mercial banks to balance cash and credit among themselves form
the general structure of the money market. The place where
interbank balancing takes place is the bourse.

The Berlin bourse is a private trading body operating under
the supervision of the government. Government supervision
covers such things as business aims, permission to operate, rules
of honor under which transactions are carried on, and the list-
ing of goods and securities. Contrary to the organization of the
stock exchange in London and New York, any adult person
who is himself a business man or who represents a business
partnership or corporation may theoretically belong to the
bourse. Trading, however, requires recognized membership
which can be acquired by the formal presentation of an applica-
tion to the governing body signed by guarantors of outstanding
business reputation and by the payment of 5,000 reichsmarks
membership fee. The most important operators on the Berlin
bourse are the banks, which enter into trading both on their
own account and as brokers for their customers. The large Ber-
lin banks have had at times as many as forty or fifty member-
ships each in the Berlin stock exchange. This combination of
brokerage function and banking function is one of the charac-
teristics of German banking.

In addition to the banks, there are a few powerful indepen-
dent brokers who legally do business only on their own account
and with their own capital but who enter into trading for the
purpose of re-sale. Since 1924, some business firms have op-
erated independently on the bourse, entering into the short-term
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market either as borrowers or lenders. These firms use their
surplus funds directly in short-term investments or borrow in
their own name without bank guarantee. They have been able,
in recent years, to carry out the flotation of new securities with-
out banking support. This development of independent financ-
ing by industry is one of the most important money market
changes that took place after 1924.

The business of the bourse can be grouped under three main
divisions: 1) the securities business, 2) the discount business,
and 3) the foreign exchange business.

THE SECURITIES BUSINESS

The securities dealt in include:

1) All types of bonds of public bodies—government loans,
State, municipal and provincial loans, both domestic and
foreign;

2) Real estate bonds of all sorts. In Germany there are many
types of such securities, for the business of borrowing with
land guarantees has been carried to a fine point both for agri-
cultural land and for city improved property. The land banks
and the codperative agricultural associations issue bonds in
their own name backed by the pooled mortgages on farms (in-
cluding the land, buildings, and stock); the mortgage bond
companies issue bonds backed by pooled mortgages on city
property; some private real estate firms sell mortgages on
specific pieces of real estate; and the States and cities frequently
borrow on mortgage bonds.

3) Shares of industrial firms, banks, insurance companies,
and the like. These are almost wholly common stock ; preferred
stock in its many varieties, familiar to the American investor,
is practically unknown in Germany.

4) Industrial bonds play a very small part in the German
market for, before the war, industrial firms secured long-term
capital only through the issuing of stock. Since 1924, however,
a few industrial bonds have appeared, probably to tempt foreign
investors. Two types of industrial bonds familiar to the Ameri-
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can market—convertible bonds and optional bonds—have been
adopted by a few large German industrial firms and, in the
years 1925 to 1929, became increasingly familiar (although
never popular) to German investors.

Trading in securities on the Berlin bourse may be either for
cash or on contract (Termingeschifte). All securities may be
bought and sold for cash but the forward security (contract)
deals are limited both as to the securities that may be traded
and as to the firms permitted to handle this type of business.
The amount of short-term funds that the banks are willing to
lend determines the extent of the cash securities turnover. The
cash purchase of securities is handled by borrowing on what is
known as the bourse lombard loan. A lombard loan is the broad
term used for any type of loan backed by movable property;
the bourse lombard is the loan backed by specific kinds of mov-
ables—securities and bills of exchange. Bourse lombard loans
take two forms: 1) daily money—which is money loaned for
twenty-four hours; and 2) monthly money—which runs from
the end of one month to the end of the next (Ultimogeld). The
banks buy and sell securities for cash on the bourse, both on
their own account and as commission agents for their custo-
mers. When they buy and sell securities for their clients, a large
portion of the business is financed by bank credit. A customer
in good standing who desires to speculate in securities, buys
and sells through his bank; he is required to maintain a cash
deposit, the amount of which is determined by many factors—
the credit standing of the client, the market value of the securi-
ties dealt in, and the general ease or tightness of the money
market. The remainder of the purchase price of the securities
is borne by the bank, which carries such a loan on its books as
a secured current account item. The bank has the legal right to
call for complete settlement of the stock account at any time
(as has the client) but, as a matter of custom, in normal periods
there is a general accounting omee a month. The interest rate
paid by the client on each buying order is the bourse rate for
monthly money plus the brokerage charges of the bank.
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Banks may carry their clients with their own funds or they
may borrow daily money or monthly money in the open market
or from other banks, again using securities as the basis of bor-
rowing. Such pyramiding of credit, using the securities pur-
chased as the basis for the bank loan or for the interbank bourse
lombard loan, is made possible in Germany through a highly-
developed stock clearing system. As far back as 1896, a  de-
posit law ” was passed by the national government making it
possible for banks to use all collateral in their possession as a
basis for bank credit. Such collateral might be those securities:
1) owned completely by the bank, 2) deposited with the bank
for safe-keeping and management, 3) pledged to the bank as a
security for a loan, or 4) purchased by the bank on commission
for customers.* A large portion of these securities is now pooled
by the banks and kept on deposit with the Berliner-Kassen-
verein—the clearing house of the Berlin banks which balances
all checks, assignments, and security demands of all of the
banks operating on the Berlin bourse. Such security deposits
with the Kassenverein are drawn upon, pledged, or transferred
with the same ease as a cash deposit with a central bank. A
white check is made out for direct withdrawal of securities, a
red check for the transfer of securities from one security-Giro
account to another, and a green check for the pledging of se-
curities temporarily for a loan. The banker requiring a cash
loan from another bank presents to the lending bank a green
slip showing stock on deposit with the Kassenverein with a
market value of 6625% to 9o% of the total amount of the
loan; the lending bank grants the loan in a check drawn upon
either the Kassenverein or the Reichsbank. Since banks operate
both as borrowers and as lenders on the exchanges, a large pro-
portion of payments and collections is cancelled out in the clear-
ing process, thus freeing both cash and securities for further
loans. This use of security deposits with the Kassenverein has
the same effect upon the total volume of stock market loans as

1 Willi Prion, Die Effektenbirse und ihre Geschifte (Berlin, 1030), passim.
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the clearing and collection of checks has upon the use of bank
deposits.

The forward security or contango transactions (7T erminge-
schifte) on the Berlin bourse are speculative deals governed by
bull (Haussier) and bear (Baissier) operations. The basis of
the business is the contract between the buyer and seller, under
which the buyer agrees to take a certain number of shares of
stock at a certain price and time, and the seller guarantees de-
livery of the stock at that price and time. The curious features
of these contracts in Germany is that the time of settlement of
the contract is fixed by bourse rule and is always the same—
contracts for future purchase and sale must be settled either at
the middle of a month (Mediogeschifte) or at the end of a
month (Ultimogeschifte) ; the majority are settled at the end
of the month. Only shares of companies capitalized at twenty
million reichsmarks and over may be dealt in in Terminge-
schifte and then only with the consent of the government and
of the company concerned.

This fixing of all bourse contracts for end-of-the-month set-
tlement is one of the features of the Berlin money market which
affects the relationship of the banks with the central bank. Al-
though, of course, there are other fixed relationships in the
German economy which increase the month-end demand for
cash, that month-end demand is increased by the bourse custom
of settling forward security contracts at this particular time.
The banks tend to depend upon the central bank for cash at the
end of each month, increasing their bill discounts or their lom-
bard loans at the Reichshank in order to meet the cash demands
made upon them. The policy of the Reichsbank is therefore in-
fluenced to some extent by the amount of speculative stock
transactions carried by the banks.

The speculator depends upon his ability to borrow either
money or shares from the banks on settlement day to fulfill his
contracts. This type of lending is known as the report business
and is especially satisfactory to German bankers because it
requires a comparatively small amount of capital, brings in a
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higher rate of return than lombard loans or the discount busi-
ness, and, for the bank, is comparatively safe. The report busi-
ness of the German banks brings out one of the “mixed”
features of German banking. It is essentially a combination of
the role of the American banks on the stock exchange and the
role of the stock brokerage firms. The individual who has
contracts to receive shares on settlement day, and must there-
fore have cash to pay for them, sells to the bank his right to
the shares and immediately buys them back from the bank for
delivery at the next month-end settlement day. The report rate
on the transaction, and the bank’s profit, is the difference be-
tween the price it pays for the shares and the price at which it
contracts to resell them at the end of the month. The speculator
who contracts to deliver shares on settlement day and has not
the shares in his possession buys shares from the bank and
immediately agrees to resell them at the end of the next month.
Here again, the bank’s profit is the difference between its sell-
ing price for the shares and its rebuying price (the deport rate).
Money borrowed in transactions of this sort is known as
“fixed” money (gefived). The general attitude toward the
lender of *‘ fixed ” money is shown in sayings popular on the
bourse such as:

Der “ Fixer ” ist bei Gott beliebt
Weil er nicht hat und dennoch gibt,

or more morally:

Der “ Fixer ” ist bei Gott verachtet
Weil er nach fremden Gelder trachtet.?

During the war and the inflation period the report business
was stopped on the Berlin bourse and all transactions were car-
ried on on a cash basis. In 1924, with the return of stable cur-

2 By Jove, we like the fixer so
Who has not, but procures the dough;
And do, by Jove, despise him yet
For our deposits he aims to get.
(Very free translation)
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rency and in an effort to develop every possible means of facili-
tating the flow of money and credit, the forward exchange
business was reéstablished under new rules. At this time was
founded a central banking institution,® membership in which
was required for all bankers entering into speculative transac-
tions either on their own account or on behalf of their cus-
tomers. The Liquidationskasse (Liquidationsverein fiir Zeitge-
schifte an der Berliner Fondsboerse, A. G.) has two main ob-
jectives: 1) to develop facilitating techniques to broaden and
simplify the forward security transaction, and 2) to guarantee
the liability of the members. A membership fee of 3,000 reichs-
marks is required and, in addition, each operator must keep on
deposit with the bank an amount of money, the amount depend-
ing upon the money turnover of this type of business. These
deposits range from 20,000 to 250,000 reichsmarks. Further-
more, each day’s forward security business must be covered by
at least 5% of the total amount contracted on that day—such
deposits to be either in cash or in securities (10% for banks
with the minimum deposit). The governing board of the bank
has the right to call upon its members for additional cover in
any period of general decline in prices. There are at the present
time about 500 banks and brokers belonging to the Liquida-
tionskasse.*

A client carrying on speculative stock transactions through
his bank must notify the bank three days before settlement day
whether he will take over the stock purchased for him or
whether he wishes the time prolonged. If he desires time his
bank “reports” the stock, charging him the current rate for
report money. In this case, the bank at the time the order was
given, had either purchased the stock for cash, granting the
client a regular lombard loan which is now turned into a report
loan, or it had made a contract to take stock (on behalf of the
client) on settlement day. In the latter case, a cash outlay is re-

3 This bank is one of the important “support institutions” of the post-
war period.

4 Prion, Die Effektenbdrse, op. cit., pp. 51-55.
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quired; the bank may supply it itself, or it may take report
money from a lending bank on the bourse.

Interbank borrowing of report money on the bourse requires
the support of a bank not connected with the particular con-
tract—i.e., bank X sells stock to bank Y ; bank Y borrows re-
port money from bank Z to pay bank X. The bank’s transaction
with its client is carried on its books as a part of its current
account business and will appear on the balance sheet under
that item. Report money loaned by banks to banks and brokers
on the bourse appears on the balance sheet under the heading
Reports and Lombards. Because of the nature of the banking
business in Germany, which combines the brokerage function
with all other types of banking, it is extremely difficult to gain
from the bank balance sheets any adequate picture of the rela-
tive amount of bank credit used to support the securities busi-
ness of the bourse. In the last analysis, the loans appearing on
the balance sheets under Reports and Lombards represent only
the interbank borrowing and lending on stock exchange transac-
tions. A large proportion of this business is carried by the banks
themselves on behalf of their clients but is lost to analysis be-
cause of the habit of lumping all bank-client relationships under
the heading of current accounts.

Although it is impossible to determine exactly the amount
of bank participation in the securities business either as brokers
or as direct purchasers, a study of the report and lombard
loans of the Berlin Great Banks, of the securities held in their
own name, and of the secured customers’ loans in their current
accounts will throw some light on the problem. The following
table shows the report and lombard loans of the Berlin Great
Banks from 1924 to 1932.

These figures are taken from the December 31 balance
sheets of the banks, and while there is undoubtedly a certain
amount of “ window dressing ” for the year-end report, they
are indicative of the general relationship of the stock exchange
loan to the total business of the bank. The figures show the
gradual rebuilding of the securities turnover after the collapse
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Tasre XXII. Reporr AND LoMBARD LoaNs orF THE BERLIN GReEaT BANKS 2
1924 to 1932

(In millions of reichsmarks)

Year % of total balance

end Reports and lombards sheet
1913 oo 769.7 102
1924 oot 382 09
1925 i 1219 21
1926 .oiii 762.5 103
1927 i 603.3 6.3
1928 oot e 7452 62
1929 ... 562.0 41
1930 ... o 3532 2.7
1931P Lo 128.5 14
1932 31.8 14

a Compiled from statistics in Die Bank, Volumes XVII to XXVII, 1924-
1934, inclusive. Figures for 1913-1926 include the Deutsche Bank, Disconto
Gesellschaft, Dresdner Bank, Darmstddter und National, Commerz und
Privat Bank and the Berliner Handels Gesellschaft. Figures from 1927-1932
add to these the Reichs Kredit Gesellschaft; in 1929 the figures of the
Deutsche Bank and the Disconto Gesellschaft are merged, and after 1931
the Darmstddter Bank was merged with the Dresdner Bank.

» The Berlin bourse was closed from July 13, 1931 to March 1932.

of 1923 up to a high point in 1926, when the percentage rela-
tionship reached the pre-war level. The decline in 1927 is due
to the influence of the Reichsbank in May 1927 when specu-
lation began to get out of hand because of the flow of foreign
funds. In an effort to bring speculation under control, the
Reichsbank called in the heads of the lending banks on the
bourse and, under threat of credit restriction, advised them to
put their affairs in a more liquid condition. The resulting
scramble for liquidity precipitated a sudden and severe stock
market relapse known in German banking history as Black
Friday—May 13, 1927.° The stock market recovered slowly

5 See below, Chapter XI,
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throughout 1927, but by 1928 Germany began to feel the effects
of the withdrawal of short-term foreign loans and the 1929-
1933 figures reflect the decline of security turnover which was
a feature of all stock markets in the world depression.

The Berlin Great Banks enter into the money market more
as lenders than borrowers, so that the percentage of their re-
port and lombard loans gives a clearer picture of the amount
of available funds than could be gained from the condensed
reports of all of the banks speculating on the bourse. While the
report and lombard loans of the Berlin Great Banks throw light
upon the amount of interbank lending for the purchase and
sale of securities, these figures cover only a small percentage
of the total amount of bank participation in the stock market.
A study of the securities held by the Great Banks in their own
name adds some further information.

Taste XNTII. Securrmes OwNEp BY THE BERLIN GREAT BANKS

1924-1932 2

Year Securities % of total balance
end (in million Rm ) ® sheet
1918 oo 388.6 52
1024 ooiivei e 58.2 15
1925 it 65.6 12
1926 .o 105.6 14
L 2 1369 14
1928 e 150.7 13
1829 L. 211.2 15
1930 .ttt 1734 13
1031 oot 470.1 50
1082 tiiiei e 622.5 71

a Compiled from statistics in Die Bank, Volumes XVII to XXVI, 1924-
1933.

b Made up of the State loans and treasury bulls, securities lombardable
with the Reichsbank, securities listed on the bourse and unlisted secunties.
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There seems to have been a change in post-war banking
policy in regard to the direct purchase of securities by the
banks at least up to 1930. In all other banking statistics one
finds a gradual rebuilding of pre-war banking practice until,
by 1926, pre-war relationships were reéstablished. However,
the investments of the Berlin Great Banks in securities de-
creased materially and remained at a steady level of 1.2% to
1.5% of the total balance sheets throughout the critical years
of reorganization of the German economy.

There are several reasons for this. In the first place, direct
loans to customers were in great demand in the post-stabiliza-
tion years and the interest rates were high; this gave the banks
profitable outlets for funds. In the second place, the centraliza-
tion of money power in the city of Berlin (especially marked
after 1924) made of the Berlin Great Banks the reservoir of
short-term funds. These banks, acting as central banking insti-
tutions for their branches and their affiliates, found it desirable
to keep their investments in the form of short-term loans on
the money market rather than in the purchase of securities on
their own account. In the third place, the development of new
and better techniques for the financing of their brokerage
business, such as the development of the stock-clearing system
of the Berliner Kassenverein and the organization of the Liqui-
dationskasse for the guarantee of the report business, reduced
the necessity for holding blocks of stocks in their own name.
What stock exchange business the banks wanted to carry on
could be done on a narrower margin of securities owned di-
rectly by the banks. In the fourth place, the Berlin Great Banks
—while still connected very closely with industrial finance and
the flotation of new shares of companies—held down the issu-
ing of new shares and the flotation of new companies to a
minimum, while supplying capital needs in other forms of
finance. The new shares that came into existence were sold more
rapidly on the open market than in the pre-war days. Finally,
. the desire to hold stocks as bank investments was held in check
by the failure of German industry to establish itself on a secure
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profit-making foundation. Even in 1927, the most profitable
business year in the entire decade, the banks did not increase
their own direct purchases of securities, although they lent
their support to a stock market boom. These five factors
working together tended to decrease the amount of direct bank
investment in securities.

The sudden increase in the percentage figures from 1931
to 1932 is indicative of the general state of the money market
rather than of any change in policy, although there was a ten-
dency for the banks to purchase shares of industrial companies
in which they were interested in the year 1931, in order to hold
up the price. The increase in securities held by the banks after
1931 is due almost wholly to the increased purchases of gov-
ernment securities. The industrial shares which had been held
by the banks were written down to their market value in 1932
and the resulting loss was taken by the banks as a capital loss.
Opportunities for investments decreased as the stock market
began its sluggish depression era; discount credits fell off, but
government demand for funds increased. In Germany, as in
the United States, the portfolios of the banks became increas-
ingly full of government obligations.

If one examines the current account figures of the bank
balance sheets, some light is thrown on the percentage of se-
cured loans granted by the banks. There is no way of separa-
ting from these lumped accounts the amount of the loans
secured by collateral from those secured by other assets; nor is.
it possible to separate the secured loans carried on brokerage
account for clients from the secured loans granted for other
purposes. The figures are interesting, however, when one keeps
in mind the fact that the Berlin Great Banks are known to be
the largest brokers operating on the bourse, and that they are
looked upon as the backbone of stock market speculation. While
no accurate data are available, it is safe to conclude that a very
large percentage of secured loans in current accounts is covered
by stock exchange collateral. It seems probable, also, that a
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large portion of the secured loans in current accounts repre-
sents the typical brokerage loan of the commercial banks.

The German banks, as brokers, buy and sell securities for
their clients. If one compares the percentage figures in Table
XXIV with those in Table XXII, he finds that the amount
of secured customer loans carried on the balance sheets of the

Taprg XXIV. Desrors 10 CURRENT ACCOUNTS OF THE BERLIN GREAT BANKS.

1924 to 19322

(In millions of reichsmarks)

Year % of secured loans to
end Secured loans  Unsecured loans total balance sheets
1913 ....... 2,087.2 628.2 278
1924 ....... 799.8 7009 20.1
1925 ....... 1,4853 840.0 26.6
1926 ....... 2,156.7 756.6 293
1927 ....... 2,969 7 1,003.1 31.0
1928 ....... 3,5609 1,1524 296
1929 ....... 4,3304 1,425.5 315
1930 ....... 43934 1,329.6 339
1931 ....... 3,489.1 1,234.2 374
1932 ....... 3,370.7 1,010.9 38.3

a Compiled from statistics in Die Bank, op. cit., Volumes XVII-XXVII,
1924-1934.

Berlin Great Banks is very much larger than the amount of
their report and lombard loans. The former give an approxi-
mate indication of the amount of the brokerage business which
is carried wholly by the banks as a part of their customary
business with their clients. The latter represent the amount of
interbank lending indulged in by the banks to permit other
banks and brokers on the bourse to engage in the buying and
selling of securities. The German banks, as investors, purchase
securities outright for their own account. The amount of se-
curities held by the Berlin Great Banks as investment plus the
total amount of their loans backed by securities (reports, lom-
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bards, secured current accounts) ranged from a low point of
26.5% of their total assets in 1924 to a high point of 46.9%
in 1932. Stock exchange collateral, therefore, forms a very
large part of the assets backing the liabilities of the Berlin
Great Banks.

In addition to the banks, there are a few larger independent
brokerage firms which operate on the bourse. These firms are
the “ free brokers ” who work with their own capital and buy
and sell securities for the purpose of re-sale to their clients.
They are more frequently borrowers of daily, monthly and
report money, than lenders; they work through the central
clearing bank of the exchange—the Berliner Kassenverein—
and also belong to the Liquidationskasse. They are not to be
confused with the rate brokers (Kursmaklern) who perform
the rate-fixing function and do not buy and sell securities on
behalf of their clients.® The free brokers operate on a cash
basis or on a time basis as do the banks, and their business is
not materially different from the brokerage business of the
banks, except for the fact that the financing of purchases and
sales must be done either with their own capital or through
their ability to borrow from lending banks on the bourse. The
free brokers have not the opportunity to carry on a part of
their business through customer loans in current accounts, as
have the money market banks. The brokers carry on speculative
transactions not only in the report business but in the buying
and selling of options of all sorts. There is the option for the

6 Very few stocks on the Berlin stock exchange are bought and sold on a
free price system such as is used in America. The rate brokers fix the daily
price of stocks on the basis of orders received before the opening of the
exchange. The price is supposed to be fixed at that point where the largest
possible turnover will take place. From 12 o’clock noon to 1:30 p. m., the rate
brokers take orders for the buying and selling of stocks from banks and
other bourse traders; from 1:30 to 2 p. m., the rate brokers get together
and determine the price of each stock on the basis of their combined orders.
The rate is announced at 2 p. m., and, according to bourse rules, is final.
Almost all the securities traded in Termingeschdfte follow this procedure.
See Prion, Die Effektenbirse, op. cit., p. 83.
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call (Vorpraemie) by which the buyer purchases the right to
buy on call day, paying the amount of the premium on the
stock in addition to the agreed purchase price if the option is
taken up, and only the premium if it is rejected ; the option for
the put (Rickpraemie), by which the right to sell on call day
is acquired; the double option (Stellaje) which permits the
speculator to declare whether he will buy or sell; and the option
to buy or sell additional amounts of securities on call day
(Nochgeschift). The amount of the premium set on option
deals differs with the kind of stock, the general money
market situation, the length of time the option is to run, etc.,
and is fixed by the brokers from day to day. Economically, the
option deals perform the function of limiting the risk of loss
and increasing the possibility of gain to the speculator. It also
increases the turnover of securities and creates an additional
demand for cash in the support of the stock exchange.

The extent to which the large industrial firms enter into the
buying and selling of securities on the bourse is unknown. The
importance of their connection with the bourse lies rather in
the direct use of surplus funds and till money in the short-
term money markets. They are, at certain periods of the month,
heavy lenders of daily and monthly money and at the end of the
month are apt to withdraw their funds for payroll purposes.
They also build up balances for their quarter dividend and in-
terest payments which, used in short-term loans, keeps the
money market easy for a time and broadens the base of security
turnover but increases the strain on settlement day. From the
standpoint of the Reichsbank and its effort to control the flow
of funds, the separation of industrial surpluses from the banks
increases the difficulty of central bank control.

The securities business of the bourse is controlled by the
Berlin Great Banks, The buying and selling of stocks and bonds
forms a very large part of the business of the large commercial
banks who borrow and lend among themselves to finance the
total turnover. The purchase and sale of securities is intimately
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bound up with bank credit which can be expanded easily
through the use of the stock clearing system.

A wave of popular speculative excitement cannot take place
in Germany without the active cooperation of the large money
market banks. It is not suggested, of course, that the Berlin
Great Banks cause or initiate speculative booms (although it
is quite probable that they could do even this). The banks act
as brokers for their clients, but their willingness to carry
brokerage accounts for their customers depends upon other
profitable outlets for funds and the relative position of the total
amount of the brokerage business to other kinds of bank busi-
ness. As was brought out above, however, the Berlin banks
were, in the pre-war period and also in the years 1924 to 1931,
very fond of stock market loans because of the high rate of
return. In the post-stabilization decade there was only one stock
market boom of any importance (February to May 1927)
which was initiated by foreign speculators and maintained by
the profit enthusiasm of the Berlin Great Banks. This boom
was quickly nipped by the Reichsbank.

From the standpoint of central bank control, the German
system has the advantage of almost complete centralization in
the Berlin money market banks. There is no doubt as to where
control pressure should be applied, although there may be doubt
as to the method, the timing, or even the desirability of central
bank control. It should also be pointed out that the German
system of stock market operation does not permit all stocks
to be bought and sold on margin. Speculative booms are thus
limited at the outset and are never permitted to become as wide-
spread as is possible in the United States’ stock market. Then
again, while any person in Germany may buy or sell stocks for
cash, buying and selling on margin is limited largely to those
persons who have established current account relationships with
their banks. Stock market speculation is only one type of busi-
ness covered by the bank-client current account agreement;
banks maintain fairly high standards for their current account
customers and not all current account customers are permitted
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by the banks to carry on stock market speculation. Therefore,
while a stock market boom may be supported by bank credit,
and initiated by individual and corporate speculators, it does
not, in Germany, reach out to include persons in all walks of
life. The effects of an inflation in stock values may be wide-
spread, but the manipulation of the boom itself is limited to a
comparatively small number of persons. The Berlin Great
Banks stand at the center of the whole operation.

From the stock market business of the banks come three
types of money demand, daily money, monthly money, and
report money. The latter is speculative in nature. The daily
quotations of these three types of money form the best index
of the general state of liquidity in the money market, although
these rates are bound up with and (normally) bear a definite
relationship to the private discount rate.

The Reichshank has no direct relationship to the securities
business of the bourse. It does not carry on speculative transac-
tions in stocks and bonds and had (until October 1933)
no right of open market purchases of government bonds. The
Reichsbank may buy securities directly for its own investment
account or it may buy and sell for cash for its customers but,
as a matter of policy, this type of business is limited and has
no influence upon the total amount of bourse turnover. Indi-
rectly, through the lombard privilege granted to certain types of
securities, the Reichsbank affects the stock exchange. Securities
lombardable with the Reichsbank are always more desirable
investments and, since the banks depend upon their ability to
secure loans backed by collateral at month-end settlement day,
the lombard rate of the Reichsbank may be a determining fac-
tor in the amount of money the banks are willing to lend to
support the stock market. The lombard rate of the Reichsbank,
however, cannot be looked upon as a direct control device over
the securities business of the bourse. Its influence is apt to be
felt more quickly when money is tight and the banks are already
dependent upon the Reichsbank; the lombard rate has no
power in itself to tighten the money market. The lombard policy:
of the Reichsbank is closely bound up with its discount policy.|
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THE DiscouNT BUSINESS OF THE BOURSE

The bill business of any country is based upon long traditions
of business usage, and there are always to be found many
varities of bills with fine shades of differentiation which almost
defy analysis. In Germany, the short-term financing of trade,
both domestic and foreign, is done very largely through the
bill of exchange, and consequently the discount business forms
a large element of bank credit.

From the standpoint of general marketability three main
groups of bills may be distinguished in Germany. 1) Bills dis-
counted by the banks for their permanent customers at a pre-
ferred rate. These, for the most part, remain in the bank and
are not bought and sold on the open market. In case of cash
shortage, the Great Banks prefer to use these as the backing for
a lombard loan from the Preussenkasse or the Reichsbank, to
direct rediscounting. 2) Bills discountable with the Reichsbank
at its private rate of discount. These are bills discounted by
the Reichsbank for its own customers, and others, at a rate
lower than its official discount rate and consist primarily of bills
of small denominations bearing two or more signatures. And
3) bourse discounts known as “real” private discounts and
subject to active trading in the Berlin money market. It is only
the bourse discounts that we shall discuss at this point, since
the other two groups belong mainly to that type of credit busi-
ness that is not subject to open market exchange transactions.
However, it is apparent that only a part of the bill business of
the banks comes under the heading of bourse discounts.

The Berlin bourse deals only in mark bills of 3,000 reichs-
marks denomination or over, with not less than four weeks nor
more than three months to run. These are subdivided into bills
at short sight running from thirty to fifty-five days and bills
at long sight running from fifty-six to ninety days. Further-
more, it excludes all bills whose collectability is cumbersome—
no matter how secure. Emphasis is thus placed at the outset on
a high degree of liquidity. The bills traded in take many forms.



142 CONTROL POLICIES OF THE REICHSBANK

First place is given to 1) prime discounts, which are the ac-
ceptances of the Great Banks comparable to prime bankers’
bills of the London or New York market; 2) acceptances of
smaller banks, or banks with less than a national standing;
3) bank guaranteed trade bills are dealt in only to a limited
extent in Germany because banking practice prefers the bank
acceptance. Some firms, however, consistently use the trade
bill, and in the last decade (1924 to 1933) they have gained
a standing on the German exchanges. 4) Bills drawn by large
industrial firms in their own name are coming to have a more
important place on the Berlin bourse since the big industrialists
have made a concerted effort to free themselves from bank
control. Before the war this type of bill was looked upon with
such disfavor that only a very few firms could sell their own
bills in the open market. Since 1924 the prejudice has been
broken down to a large extent and this type of bill has begun
to compete favorably with the bank acceptance. Both the bank
guaranteed trade bills and the industrial bills are limited in
rediscount trading to the larger public banks operating on the
bourse, such as the Seehandlung and the Preussenkasse, be-
cause, since they are not rediscountable with the Reichsbank,
they form a more illiquid type of investment than the bank ac-
ceptance. §) Finance bills and 6) non-interest-bearing short-
term treasury bills of the Reich and of the German States are
also dealt in although the latter were only of limited im-
portance during this decade.

Although the bills dealt in fall into the above classifications,
it is difficult to draw a rigid line between the various groups.
In buying and selling practice, there is a differentiation made
for each transaction depending on the quality of the particular
bill. There tends to be more rate uniformity in the purchase
and sale of prime discounts although even here certain banks
have the power of discounting their own acceptances on the
open market at lower rates than others. In Berlin, the Preus-
sische Staatsbank (Seehandlung) can borrow at the lowest rate,
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followed by the mortgage bond companies, the Preussenkasse,
and the Great Banks in that order. The acceptance of all of these
banks, however, are classed as prime discounts and the pub-
lished bourse rate—the private discount rate—is generally the
lowest price paid during the day on this class of paper. The
quoted private discount rate refers only to prime bankers’ bills
and the common use of the term private discount market refers
only to the buying and selling of prime bankers’ bills and Reich
treasury bills. Before the war, trade bills guaranteed by banks
were considered as a legitimate part of the private discount
market. Now, this type of bill is rediscounted largely with the
State banks, the Berliner Handels Gesellschaft, the Reichs
Kredit Gesellschaft and—most important—the Seehandlung.
The narrower use of the term private discount market has
developed since 1924 when the Reichsbank law limited two-
thirds of its rediscounting to those bills which carried three
indorsements. The term “ bourse discounts” is thus broader
and more inclusive than the term “ private discounts”.

Buying and selling of bourse discounts usually takes place
among the banks themselves without the intervention of a third
party, although there are some banks that specialize as private
discount brokers and serve to balance demand and supply. A
brokerage fee is paid by the seller of the bill on each transac-
tion, whether it takes place directly or not. Before the war,
banks did not discount their own acceptances in the open mar-
ket, but this has now come to be a common practice. The banks
trade among themselves for rediscount, and the Berlin banks
serve as rediscount centers for provincial banks and their own
branches and affiliates.

The State banks and the private note banks serve as redis-
count centers to some extent, but the strength of the Berlin
banks tends to draw the best available bills to the Berlin mar-
ket. Since the Reichsbank requires three indorsements on the
bills purchased and usually does not purchase acceptances from
the drawer bank, the Berlin banks customarily depend upon
each other to take over bills preparatory for rediscount.
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The discount business in Germany is dependent upon and
intimately bound up with the central bank. The Reichsbank
as the central note bank with the power of putting notes into
circulation backed by bills of exchange has a direct influence
upon the form, length of life, endorsements and cost of bill
credit. The bill market is kept liquid by the rediscount policy
of the Reichsbank and it is here that direct pressure can be
brought to bear upon the liquidity of the money market. It
follows, therefore, that the Reichsbank has the greater control
over the money market, the larger the proportion of bank
credit circulating in the form of the bank acceptance. In any
analysis of central bank control policies, in which the discount
rate is considered one indispensable tool of money market
regulation, the proportion of bill credit to the total amount of
bank credit in existence is of prime importance. The success
of the Reichsbank in gaining control of the German money
market in the pre-war period rested largely upon its success in
developing the bank acceptance as the most desirable method
of financing domestic trade. Although in the pre-war period
the bill market did not play as important a part in the German
economy as the London bill market did in the English economy,
the bill was the backbone of the German money market. The
Reichshank discount rate was the controlling rate to which all
other monetary demands were geared. The German banks were
accustomed to grant bill credits to an amount at least equal to
their combined capital and surplus as compared with bill credits
granted by the London banks of five to six times their com-
bined capital and surplus. It is estimated that there were in
existence at any one time an average of two and one-half billion
marks of bank acceptances in the pre-war Berlin money market.

The efficiency and elasticity of the pre-war private discount
market was almost wholly lost in the post-stabilization period.
A private discount market did not exist at all until 1925, when
the Reichsbank took specific steps to bring the bank acceptance
back into favor. In spite of the efforts of the Reichsbank, it is
one of the most outstanding characteristics of the post-war
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money market that the discount business has lost its old place
of leadership and that other forms of business finance—not
subject to direct Reichsbank control to the same extent—have
taken its place. The following figures show the development of
the bank acceptance from 1925 through 1933.

TaeLe XXV. BANK ACCEPTANCES 2
(In 1000 reichsmarks)

In portfolio of the
Year Total circulation » Reichsbank
End of
Feb. 1925 .........ccovie.... 79,300 36,200
June 1925 ...l 240,800 143,900
June 1926 ... ...l 349,200 88,100
June 1927 ... ...l 696,600 439,800
June 1928 ................... 650,800 279,700
June 1929 ... ..., 867,400 605,100
June 1930 ... . il 783,200 229,900
June 1931 ... ..ovint el 1,207,000 1,094,300
June 1932 ... ... ..ol 1,153,800 553,200
June 1933 oo iriiiianenn. 1,045,500 516,100

a Emil Puhl, Wiederaufbau des Geld und Kapitalmarktes, Untersuchung
des Bankwesens, op. cit., Part I, Volume II, p. 221. These figures were
compiled by Dr. Puhl from private statistics of the Reichsbank.

b At the end of 1913 the total circulation of acceptances in the money
market banks alone was 2.3 billions of marks

Thus, although the German banks quickly rebuilt the total
amounts of bank credit outstanding in the post-stabilization
period so that they actually surpassed the amount of credit
carried by them in the pre-war period, the acceptance credit
scarcely reached 50% of its pre-war volume. The failure of
the private discount market to regain its pre-war strength rests
upon the inability of the market to reéstablish itself in the
financing of foreign trade. In the seven years 1924-1930, the
largest proportion of Germany’s foreign trade was financed
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through foreign funds, whereas before the war finance through
the German bill was the accepted form. This meant that, prior
to the war, there was a large foreign demand for mark bills
which did not exist after the war. Foreign short-term funds
in Germany were held in the form of bank balances after 1924
rather than in the form of the mark bill of exchange. From the
standpoint of the Reichsbank, this shift from foreign buying
of bank acceptances to liquid balances in banks has meant that
the control of the flow of foreign funds has been taken out of
its hands. Its discount policy, which before the war was looked
upon as supplementary to its gold and foreign exchange policy,
has had little or no effect upon the flow of these funds in the
post-stabilization period. Time and again we shall see the
Reichsbank forced to abandon as unworkable the traditional
tool of the discount rate as a control device simply because the
element of the money market directly affected by discount rate
—the bankers’ bill—was so small in proportion to the total
amount of funds available as to be insignificant.

The private discount market was further limited by the legal
restriction placed upon the Reich treasury bill as a means of
finance. The Reichsbank was permitted in 1926 to rediscount
400 million reichsmarks of these bills, but they were not used
by the Reich until 1928. After they began to be issued, they
served to broaden the discount market to some extent, although
their total amount was too small to be relatively important to
the market. Table XXVI shows the development of the Reich
treasury bill.

The Reichsbank purchased comparatively few treasury bills
directly, but stood ready to rediscount the bills for the banks.
The largest purchasers were the Berlin Great Banks.

THE ForREIGN EXCHANGE BUSINESS OF THE BOURSE 7

The increased importance of the foreign exchange business
to the German money market marks one of the most basic of

7 See Der Bankkredit, op. cit., pp. 80-105.
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post-stabilization structural changes. The steady stream of
foreign short-term funds toward Germany, which began in
1925 and stopped abruptly in 1931, meant that the German
money market had to adapt itself to the ebb and flow of these
funds, and in so doing it became dependent upon them. There
was no other single force as powerful in determining and
shaping the character of the post-war German money market,
and through the money market the entire economy. Tempted
by the higher interest rates in the German market, foreign
funds came into the banks in the form of bank deposits

Tasie XXVI. Rerce Treasury Birs, 1928-1933 2
(In 1000 reichsmarks)

Public
Open purchases Foreign Reichs-
Issued by market (dwrected by  purchases bank
Period Reich purchases Reichsbank) (B.1.8) purchases
End of
June 1928 217,200 75,550 140,650 _ 1,000
June 1929 400,000 140,630 101,200 e 158,170
June 1930 400,000 281,400 68,570 43,500 6,530
June 1931 400,000 159,140 86,780 80,420 73,660
June 1932 398,880 302,750 12,200 82,420 1,510
June 1933 400,000 327,640 28,290 29,000 15,070

2 Bmil Puhl, Wiederaufbau des Geld und Kapitalmarktes, Untersuchung
des Bankwesens, op. cit., Part I, Volume II, p. 223. These figures were
compiled by Dr. Puhl from private statistics of the Reichsbank.

(Devisenleihe) either in foreign currency deposits or in Reichs-
mark deposits. The majority of foreign bank deposits was in
the form of foreign currency because of the uncertainty felt by
foreigners in the stability of the reichsmark. Also, tempted by
the lower interest rates in foreign markets (and because
of the inability of the mark bill to find an international market),
German exports were financed largely by the foreign bank
acceptance. Different money market techniques were developed
to handle foreign funds in the form of bank deposits and in the
form of acceptance credits.
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FOREIGN BANK DEPOSITS (Devisenleihe)

Cash credits were placed in German banks by foreign in-
dustry and trade, and by foreign banks, either as demand
deposits or as deposits for a fixed period of time, from one
to three months. The interest rate on time deposits was agreed
upon at the time the deposit was made and was from 132 %
to 2% less than the current Reichsbank rediscount rate. Fre-
quently, these funds were prolonged after a new interest agree-
ment had been reached™Reichsmark deposits arose largely out
of foreign business in Germany, the profits from which were
, not returned home but were kept at interest in German banks.
Foreign currency deposits were built up by direct transfer of
funds through cable transfers, drafts, and foreign bills. Out
of this transfer of funds developed the typical forward ex-
change finance transaction (Swapgeschdft). A German
banker taking in dollar credits, for example, and having im-
mediate use for reichsmarks and not for dollars, sold his dollars
on the open market and immediately contracted to buy back
the same amount of dollars at a future date. This interbank
“swapping ” of foreign exchange became an accepted practice
and was carried out regularly for all foreign short-term bank
“deposits. Forward exchange deals in currencies other than
“reichsmarks were carried on to protect German exporters and
‘importers against possible fluctuations in foreign money rates.
Swapgeschift in foreign exchange, as opposed to Terminge-
schift in the stock market, had no fixed customary date for
life of the contract—such as the medio and ultimo stock con-
tracts. Each foreign exchange forward contract was fixed in
“accordance with the length of the particular foreign deposit or
—in the case of trade—in relation to the goods contract. There
was, therefore, a constant demand and supply of foreign ex-
change in the market. The Reichsbank, however, bought and
sold foreign exchange in Germany only for cash and only for
immediate delivery. By purchasing foreign exchange in the
open market the Reichsbank could swell the reichsmark deposits
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of German banks but could also decrease their ability to cover
their sale of foreign exchange by a future contract to purchase.

There seems to have been no limit to the German bankers’
willingness to accept foreign short-term deposits. The volume
of foreign deposits bore no relationship to the capital and
surplus of the bank and, by the end of 1930, it had reached
fantastic figures. The Darmstddter und Nationalbank, for in-
stance, with a capital and surplus of sixty million reichsmarks,
carried short-term foreign deposits of more than 1,000 million
reichsmarks at the beginning of the summer crisis of 1931. In
spite of the threat to the German economy in the possibility of
sudden withdrawals, the immediate gain overshadowed the
basic weakness. The position of the banks was apparently
strengthened. They were able through increased deposits to lend
freely in the money market at rates that were relatively high.
They could extend their support to industry through increased
bank loans and through general money market liquidity resting
upon foreign funds. They could guarantee essential credits to
erman business. The inherent viciousness of a system in
which foreign deposits in Germany greatly exceeded German
bank balances abroad became apparent in 1931, and when the
system collapsed it pulled the whole German economy down
with it.

FOREIGN ACCEPTANCE CREDIT

Foreign acceptance credit carried by the German banks for
their customers was arranged with correspondent banks in
various money centers. This was a credit agreement between
the banks through which the German bank was granted a
“credit line” by its_foreign correspondent upon which its
clients, both ex'f)’éﬁzz“;s and importers, could draw drafts. The
acceptance of the draft—always drawn in terms of the foreign
currency—was done either by the German bank or by its foreign
correspondent. The bills drawn were usually three-month bills,
although the length of life varied for different types of trade.
The total amount of acceptance credit held abroad by the Ger-
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man banks at any one time depended upon the trade balance
which fluctuated with the business cycle. The total amount of
foreign bank acceptances in the German market, however, was
usually much greater than that of the domestic acceptances in
the private discount market. The banks at first attempted to
limit their foreign acceptance credits to an amount equal to
their combined capital and reserve because of the danger of
illiquidity in becoming too heavily involved in foreign bills. But
by the middle of 1930 some large Berlin banks—notably the
Dresdner Bank and the Darwmstadter und Nattonalbank—
carried foreign acceptance credits of approximately three times
the amount of their capitalization. This type of finance of Ger-
man trade meant that German banks, in accepting bills drawn
in terms of foreign currencies, were committing themselves to
make payments which could be met only if there was foreign
exchange for sale in the Berlin market. Since the German trade
balance was generally unfavorable the foreign acceptance com-
mitments of German banks could only be met as long as fresh
foreign funds poured into Germany. After the crisis of 1931,
only the Standstill Agreements protected the German banks
from hankruptcy and foreign banks found that more capital
was tied up in Germany than they had foreseen.®

The Reichsbank had no direct control over the flow of
foreign short-term funds in Germany. Indirectly it probably
encouraged them through its willingness (in the interest of
stable currency) to purchase all foreign exchange presented to
it. It was thus counted upon by the money market banks as a
ready market for whatever foreign exchange was not absorbed
in daily trading, and as long as foreign acceptances were kept
in the form legally rediscountable by the Reichsbank, bank in-
vestments in foreign bills were liquid investments. The Reichs-
bank rediscount rate was never a direct check upon the flow of
foreign short-term credits since the Reichsbank rate, because of
conditions present in the domestic economy, was always higher

8 See below Chapters VI and IX.
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than the rates in other countries. More often than not the
Reichsbank rate was determined by the general conditions of
the money market, which was in turn determined by the
presence or absence of foreign funds. The struggles of the
Reichsbank to bring this section of the money market under
control will become apparent as we discuss in the later chapters
the economic development of Germany in the post-stabilization
years.

THE INTERRELATIONSHIP OF BOURSE AND BANKS

Bourse trading in securities, discounts and foreign exchange
is so intimately bound up with the active credit business of the
commercial banks that it is impossible actually to separate the
two. The following outline shows these interrelationships. The
active credit business of a German commercial bank consists
of accommodations:®

I. To Clients

1. Book credit

2. Discount credit
3. Lombard credit
4. Acceptance credit
5. Report credit

II. To Banks on the Bourse Money Market
1. Daily money

. Monthly money

. Rediscount credits

. Report money

A w N

The bourse is, in the last analysis, simply the balancing factor ;
in the total supply and total demand for short-term funds.
Banks carrying on an active credit business for their clients
are at times borrowers and at times lenders in the money
market. Generally the large Berlin banks are money lenders and

9 Eugen Blum, Die deutschen Kreditmirkte nach der Stabilisierung (Berlin,
1029), p. 49.
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middle-sized and small banks are money borrowers in the open
market; this, however, is not always the case, for the Berlin
banks often depend upon each other in interbank borrowing.
The organization of the business life of Germany about the
month-end settlement day and quarter-day makes all banks,
large and small, depend upon the Reichsbank at these periods
except in times of extraordinary ease in the money market.
While all banks deal in all types of money market transactions,
a certain demarcation of function has grown up among the
Berlin banks. The Joint Stock banks are looked upon for daily
money and report money; the Seehandlung is now the largest
single rediscounter of bank-guaranteed trade bills; the Ver-
kehrskreditbank specializes in monthly money loans on the
money market; the large private bankers such as Mendel-
sohn and Co., and Lazard, Speyer and Ellison handle the largest
amount of foreign bank acceptances. The increased size and
importance of the public banks has served to centralize the
money-lending function in Berlin and, in the ten years under
discussion, aided materially in rebuilding the money market
through their use of public funds.

MONEY MARKET RATES

The general position of the money market in relation to
credit demands from trade and industry is measured by the
interest rates charged on various kinds of short-term loans.
High rates are indicative of credit scarcity in relation to
demand; low rates, of surplus. “ High” and “ low ” are them-
selves relative terms—relative to rates in the rest of the world,
relative to the general state of the business cycle, to all price
levels—even to a customary idea as to what ought to con-
stitute high and low. In speaking of a central bank discount
rate, there may be a further qualitative limitation in the sense
that rates ought to be made to be higher or lower according to
some estimate made on other than quantitative grounds.
Broadly speaking, however, in a profit economy the price paid
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for the use of funds is indicative of the general willingness of
lenders and borrowers to use available funds. The specific
channels of use will furthermore be guided by the interrate
structure of the money market.

There are in Germany, as we have seen, three broad divisions
in the money market: 1) bill discounting, 2) lombarding, and
3) buying and selling of foreign bills, drafts, and the like.
Bill discounting is governed by the private discount rate—the
rate quoted on prime bankers’ bills. This in turn is governed
by, and bears a definite relation to, the Reichsbank official
rediscount rate. Lombarding rates are those for daily money,
monthly money, and report money, and are related to the
Reichsbank official lombard rate. The rates charged for foreign
bill discounting are guided from day to day by the rates charged
on the same class of paper in foreign money centers. The rate
charged on each particular type of money market loan is itself
a supply and demand price; but supply and demand are in turn
governed by the interrate relationship and the possibilities
offered of increased profit through transferring investment
from one type of loan to another. One further type of short-
term credit should be considered here, for it bears a definite
relationship to the money market, although it is not properly a
part of it. The bank loans to customers carried as debit items
in current account balances are integrated with the money
market rate structure. Clients of banks may shift their credits
from bill credit to open current account credit depending upon
the relative cost.

The pre-war rate structure was more or less fixed and had
developed out of money market customs and techniques. The
Reichsbank official rediscount rate was the keystone of money
market rates to which all others were geared in a definite re-
lationship. The private discount rate was lower than the bank
rate usually by 1%. The bank charge for customer loans was
always higher than bank rate by about 1%. Customarily, the
Reichsbank lombard rate was kept higher than its rediscount
rate, and bourse lombards, using the Reichsbank lombard rate
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as a guide, fluctuated about the Reichsbank lombard rate. The
daily money rate was normally less than, and the report rate
more than, the Reichsbank lombard rate. Thus a typical pre-war
money market rate relationship arranged from lowest to highest
would be:

Private discount rate

Reichsbank discount rate

Current account loan rate

Bourse lombard rate for daily money
Reichsbank lombard rate

Bourse lombard rate for monthly money
Report money

Such an arrangement was, of course, only approximate. It was
never completely maintained because the individual divisions of
the money market were subject to constant fluctuations as
various factors in the political and economic situation, both
national and international, played upon the hopes and fears of
borrowers and lenders. It is important, however, to keep this
skeleton pre-war structure in mind when studying the post-
stabilization money market because this was considered the
“norm” by which the sickness or health of the money market
in later years was judged. Since a large part of the attention of
the Reichshank in the period 1924 through 1933 was devoted
to bringing the money market back to “normal”’, a study of
the specific rate structure in the post-war money market will
be taken up in detail when we discuss the discount policy of the
Reichsbank.*® The pre-war relationship in money market rates
was maintained through the predominant importance of the bill
market over the securities business and the foreign exchange
business. After 1924, the foreign exchange business assumed
a heavy priority and affected the stock securities turnover. The
bill market was paralyzed not by the credit cost but by factors
inherent in the German economy. The Reichsbank rediscount

10 See below, Chapter VIII,
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rate, therefore, lost structurally its control position, which made
the money market temperamental and at times uncontrollable.

THE MONEY MARKET AND THE CAPITAL MARKET

Although there is a convenient distinction in the use of the
term ‘‘ money market” in referring to short-term funds and
“ capital market” in referring to long-term funds, there can,
actually, be no hard-and-fast line drawn between the two.
Broadly speaking, it is considered the function of the money
market and the commercial banking system to supply the work-
ing capital needs of trade and industry. The function of the
capital market is to supply the funds for expansion and replace-
ment of capital goods. ““ Created ”” bank credit is supposed to be
the chief source of supply for the former, savings for the latter.
It is not our purpose here to enter into the theoretical argu-
ments involved in these assumptions, nor to point out the
extreme mental sluggishness required for such an uncritical
use of the terms ‘‘ working capital,” ‘‘ created bank credit,”
“ savings,” and the like. In any credit economy there is a credit
demand ranging through all possible time variants, from the
call loan lasting for twenty-four hours to the bond loan of
fifty years or more. In Germany, the commercial banking
system sees to it that all credit demands are met as completely
and as efficiently as possible—efficiency measured on the basis
of relative cost, security, and shiftability of the type of loan.
The credit demand may be satisfied by the willingness of banks
to discount bills, to grant open book credit, renewable from
year to year ad infinitum, or to sell for their clients new securi-
ties on the open market. These are all simply different types of
debtor-creditor relationships. In Germany, it was considered
wise banking policy to shift as much of the credit risk as
possible from the banks to the public through stock flotations.

It should be understood, however, that it is only this ability
of the banks to transfer a part of their credit burden to in-
vestors in the open market and the willingness of investors to
purchase stocks and bonds that is indicated by the term capital
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market. In Germany, long-term finance of industry is so inex-
tricably bound up with the commercial bank credit that no dis-
tinction of short-term and long-term loans is possible until the
actual conversion of a part of the industrial indebtedness to
the bank has taken place. Even in other countries the use of
time divisions of long and short-term loans to identify capital
market and money market appears to be a false distinction the
more one analyzes bank credit practice. Particularly is this true
in Germany where it is looked upon as an essential part of a
bank’s duty to its client to supply his credit needs at all times,
even if market conditions are not ripe for the transference of
that credit into long-term securities.

Long-term industrial finance existed in Germany in the post-
stahilization period even if a capital market did not. New in-
dustrial shares and long-term bonds could not be floated with
ease in the German market at any time during the ten years
under discussion. Some capital issues were of course absorbed,
but at rates of interest so high as to make bank credit finance
far more attractive to industry. This is generally considered as
one of the greatest weaknesses of the German commercial bank-
ing system—that banks extended their industrial commitments
beyond the point of safety. One might point out, however, that
no banking system is ‘“ safe.” The German banks were made to
bear the direct risk burden of all types of credit but from one
standpoint, this is an effective method of socializing credit risks
of all sorts. Banks—of the size and importance of the German
banks—cannot be permitted to fail. The capital market depends
upon the estimates of individuals as to the long-run prosperity
of a country. What was really unsafe in Germany was the
future of the economy itself. The ability of the German com-
mercial banks to handle the type of finance generally con-
sidered the province of the capital market, in the face of the
post-stabilization pessimism as to the future, was responsible
for the rapid recuperation of the German economy from 1924
to 1928. The real failure of the German banking system lies
not in its long-term industrial finance through bank credit and
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money market techniques, but, as we shall see, in its absurd
willingness to expand that bank credit on the shaky founda-
tion of funds borrowed abroad.

THE MONETARY SYSTEM, THE BANKS, AND THE
MONEY MARKET
We are now in a position to consider more specifically the
outstanding characteristics of the money and banking system
of Germany in the decade 1924-33, and to consider in
particular the problems involved in central bank control of the
banking system.

Tasre XXVII. Case 1N CirCULATION—1925; 1920-1032 2
(In millions of reichsmarks)

% of
cash in
Renten- Reichs- Private banks
Year Scheide-  bank bank bank Cash in to
end Total®P mimzen  notes notes notes bankse  total
1925 4,493 474 1,536 2,316 166 280 6.2
1929 5,981 963 435 4,403 180 445 7.3
1930 5,882 964 376 4,361 180 488 82
1931 5,857 1,038 410 4,228 181 372 6.3
1932 5,832 1,400 405 3,844 183 302 52

a Untersuchung des Bankwesens, Part II, op. cit., p. 472-473. These
statisties compiled by the 1933 German bank investigation commission are
the most complete and reliable German bank statistics; unfortunately, com-
parable statistics are given only for the years 1925 and 1929 to 1932 in-
clusive. The banks included are all banks carrying on commercial banking
in Germany.

b Exclusive of the cash held by the Reichsbank.

¢ Ibid., pp. 26-34. These figures are simply for cash held in the tills of the
banks; they do not include Giro deposits at the Reichsbank nor till cash of
the Reichsbank.

The monetary system of Germany rests solidly upon the
Reichsbank note. Actually, cash is made up of 1) token money
(Scheidemiinzen) which is coined by the government and is
used to meet all cash needs up to ten reichsmarks; 2) the
rentenbank note which was the stabilization currency; 3) the
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notes of the four private note-issuing banks; and 4) Reichs-
bank notes. Cash payments are used in Germany more generally
than they are in this country and the majority of cash in
circulation is held in the hands of the people and is not de-
posited in banks. The relationship between the different kinds
of cash in circulation and the amount of cash held by the banks
is shown in Table XXVIL

The Reichsbank note forms the largest single element of
the total amount of money in circulation, ranging from a low
point of 51% of the total in 1925 to a high point of 74% in
1929. The Reichsbank note (and the private bank note) is
supposed to be the elastic element in the money in circulation.
Notes are put into circulation by the Reichsbank in response to
the demands made upon the central bank for cash. A large
proportion of the Reichsbank notes in circulation remains
permarnently in the hands of the people. The cash demand of
the banks on the Reichsbank increases more or less regularly
at month-end and quarter-end settlement days when the banks
depend either upon their ability to rediscount bills with the
central bank or to get lombard loans. Normally, however, this
month-end and quarter-end demand is temporary, and after
these periods have been safely passed the excess cash returns to
the banks and ultimately results in the withdrawal of bank
notes from circulation. The up-swings of the business cycle
cause a more lasting demand for cash and tend to bring the
banks into greater dependence on the central bank. The ability
of the Reichsbank to issue bank notes is limited only by the
legal requirement of the maintenance of a 40% gold cover for
all Reichsbank notes in circulation (this provision of the law
was repealed in July 1931).

The percentage of cash held by the banks to the total amount
of cash in circulation is very low in Germany. Cash in banks
accounted for from a low point of 5.2% of the total in 1932
to a high point of 8.2% in 1930. If one compares this with
the till cash of the American banks, 13.3% on June 30,
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1934,"" one finds a wide variation in the use of cash in Germany
and in the United States. Till cash is, after all, kept by the
banks only to meet the daily cash demands of depositors. In
Germany, there seems to be a much greater separation between
the public and the banks. A large proportion of the German
public has no connection with the banks whatsoever; all incomes
and all payments are in the form of cash. This group saves
either through the postal savings system or through the sav-
ings banks, but such deposits in Germany are purely savings
deposits and require notification for withdrawal. To some ex-
tent, in the post-stabilization period, there has been an increase
in the Giro deposits of the savings banks and of the postoffice,
but these deposits require a comparatively small cash holding
on the part of the banks concerned. The banks, on the other
hand, hold only a small percentage of their total deposits in
the form of demand deposits. Also, the use of checks against
bank deposits is less developed in Germany than it is in the
United States. As we have brought out above, the majority
of the cashless transfers of funds (Bargeldlosverkehr) is, in
Germany, handled by the Reichsbank through its Giro clearing
system. This relieves the banks of the necessity of keeping cash
on hand to meet adverse clearing-house balances.

One further factor of importance which relieves the banks
from the necessity of large cash holdings should be emphasized.
The German banking system is a highly unified and centralized
system. The various money market banks are all central bank-
ing institutions which receive deposits from other banks, grant
rediscount credit, act as brokers on the stock exchange, and
handle the clearing and collection of checks. These banks have
developed among themselves a strong sense of interdependence.
They have also developed money institutions which can only be
looked upon as bankers’ banks, such as the Kassenverein and

11 Annual Report of the Comptroller of the Currency for the Vear Ending
Oct. 31, 1934, . 99, and Federal Reserve Bulletin, March 193s, p. 151, The
American figure fluctuates slightly, but remains fairly constant between
12% and 13%.
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the Liquidationskasse, which tend further to unify and
centralize the banking system and to encourage the inter-
dependence of the money market banks. Any one Berlin bank
depends first of all upon its ability to rediscount bills or to get
lombard loans from other money market banks in order to
improve its own cash position. It is only when the entire bank-
ing system feels at the same time the necessity of enlarged cash
holdings that the banks become dependent upon the Reichsbank.

Tapre XXVIII. Casy Prus Giro Derosits 1N ReLATION TO Torar DEMAND
DeprosiTs 2 — 1925; 1929-1932

Giro deposits Deposits
Cash 1n with the due within Percentage of
banks Reichsbank®  seven dayse® cash fmd Giro

Year deposits to total
end (In millions of reichsmarks) seven-day deposits
1925 .... 280 414 —_— —
1929 .... 445 545 7,232 136
1930 .... 488 493 7,067 138
1931 .... 372 446 6,319 129
1932 ... 302 368 5,711 11.7

a Untersuchung des Bankwesens, Part 11, op. cit., pp. 26-34 and p. 145.
Figures include all banks carrying on a commercial banking business.

b Includes deposits with the German Clearing House (Abrechnungstelle).

¢ Excludes all deposits “held on account of a third party”, which in
Germany means, for the most part, foreign bank deposits. The separation
of total deposits held in the banks into those due within seven days, those
due withm three months, and those held for longer than three months was
not required until the improved balance sheets were put into effect in 1928.
These figures include interbank deposits of the German banks.

The German banking system is not a reserve banking system.
Giro deposits with the Reichsbank (wholly voluntary on the
part of the banks) form the only cushion between the sudden
cash demands which might be made upon them and their actual
cash holdings. Table XXVIII shows the relationship be-
tween cash in banks, Giro deposits with the Reichsbank, and
total net demand deposits of the German banks. Total net
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demand deposits are deposits due within seven days—the closest
equivalent of a pure demand deposit in the German banking
system.

The German banks carry on their business with a very low
cash-deposit ratio. The percentage of cash plus Giro deposits
with the Reichsbank to the total demand deposits ranged from
11.7% in 1932 to 13.8% in 1930. The banking system, there-
fore, tends to resort to rediscount credit from the Reichsbank
to meet their cash demands much more quickly than the banks
in the United States. On the basis of these figures, however, one
cannot draw the conclusion that the German banking system
is unsound. German banking differs radically from Ameri-
can banking. Its banking techniques are highly developed ; it has
carried centralization to the point where the need for cash has
been reduced to a minimum. The German custom of settling
commitments at the end of each month means, however, that
there is a regular demand upon the central bank for additional
credit at these times. The larger the amount of business done
by the commercial banks, the greater their dependence on the
Reichsbank on settlement day.

In the decade 1924-33, the dependence of the banks on
the Reichsbank was peculiar in that the flow of foreign short-
term funds toward Germany supported a rapid expansion in
the business of the commercial banks but did not increase
materially the cash drain on the banks (i.e., the reichsmark
drain). As foreign funds became relatively more important
to the total demand liabilities of the banks, their foreign
exchange business with the Reichsbank became relatively more
important.*?

12 How important foreign short-term deposits were to the total demand
liabilities of the German banks can only be estimated, since no accurate data
are available. If one accepts the figure of eight billion reichsmarks at the end
of Dec. 1930 (estimate of the second Basle committee), one finds that this
amount is more than the total of domestic demand liabilities on the same
date (7,067 million reichsmarks). It is probable that a portion of these
foreign deposits was not strictly demand deposits, but was under contractual
agreement for any period up to three months. Domestic short-term liabilities
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For the Reichsbank, this meant that its bill business declined,
its foreign exchange business increased, and its power to con-
trol the banks in the money market was shifted from its dis-
count policy to its foreign exchange policy. And for the entire
banking system it meant that cash to meet its demand liabilities
began to mean, to an increasingly large extent, foreign ex-
change. Upon the ability to get foreign exchange either in the
open market or at the Reichsbank, the soundness of the German
banking system depended. Under the German monetary system
in which the Reichsbank note formed fifty to seventy percent
of the total amount of currency in circulation, and in which the
bank note could be issued with a gold, foreign exchange and
bill of exchange backing, foreign exchange could be easily
converted into reichsmarks for domestic use. To reverse this
process, and to convert reichsmarks into foreign exchange in
order to meet a sudden foreign run on the banks, was possible
only within the limits set by the gold and foreign exchange
holdings of the central bank. The safety of the entire money
and banking system of Germany became dependent, not upon
the central bank’s ability to put reichsmarks into circulation to
meet any sudden domestic cash drain upon the banks, but upon
the Reichsbank’s ability to meet all possible demands for gold
and foreign exchange. This was an insidious rotting of the
structure of the German money and banking system. It cannot
be lost sight of in any discussion of the control policies of the
Reichsbank in the decade 1924-33.

of the banks up to three months amounted on December 31, 1030 to fifteen
billion reichsmarks. The foreign deposits were therefore slightly more than
one-half of the domestic liabilities—or about one-third of the total bank
deposits due within three months.



CHAPTER V

THE REICHSBANK AND GERMANY’S
ECONOMIC DEVELOPMENT
1924-1928

THE control policies of a central bank are limited and con-
ditioned by its own charter and by its relationship to the com-
mercial banks and the money market. But the situations which
force the bank to take action are inherent in the general
economic development of the country. The nature of the
problems presented probably determines, to a very large extent,
the central bank’s willingness to pursue broad objectives identi-
fied with social and economic welfare. The role played by the
Reichsbank in the German economy from 1924 to 1933 is only
understandable on the basis of a knowledge of the manifold
problems presented to the Bank for solution as the German
nation tried, first, to pull itself out of the monetary chaos of
the inflation and, second, to readjust itself to the post-war
world economy.

At the beginning of 1924, Germany was just emerging from
an inflation so serious that it had paralyzed the entire economy.
The monetary unit had lost its standard of value function and
had been practically repudiated as a medium of exchange.
The velocity of circulation of money had reached fantastic pro-
portions. At the height of the inflation shops remained open
only three hours a day—in the morning after the publication of
the first index number, after luncheon when the noon index
number was released, and once again in the evening when the
final index number of the day was made available. Only by
spending all of one’s money at the earliest moment could any
commodity of value be obtained, and often not even then. There
are no complete estimates of the amount of money in circulation
in Germany in the last frantic days of the inflation. Dr. Schacht
estimated the total paper money (Reichsbank notes and all

163
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kinds of emergency money at 1.5 sextillion marks,* although it
is doubtful whether even this amount adequately allowed for
all of the emergency money which was being printed by every
city, town, and hamlet in Germany. The structural relationships
of the economy were thrown out of balance. Banks lost their
deposit, lending, and saving functions; the money market was
destroyed ; all investments were unsafe; real wages lagged far
behind prices; rents (fixed by law) were abnormally low. The
rush to spend created an artificial stimulation of the heavy in-
dustries and a consequent over-expansion of fixed capital goods.

Stabilization of the currency meant not only the introduction
of a new unit of value and the withdrawal of all inflation
money from circulation, but it meant also determination to
maintain the value of the new unit in the face of almost in-
superable obstacles. The dramatic fight for stabilization has
been told by Dr. Schacht.?

The Rentenbank was established on October 23, 1923. Its
capital was fixed at 3.2 billion rentenmarks raised by a
mortgage on all landed property in Germany. The value of the
new unit was fixed to the dollar parity of the old gold mark;
the rate of exchange between paper marks in circulation and
the new rentenmark was one trillion to one, or, for the purposes
of the foreign exchanges, 4.2 trillion paper marks to the dollar.
The absolute contingent of Rentenbank notes was fixed at the
amount of the capitalization of the bank—3.2 billions.

On November 15, 1923, the Rentenbank note was introduced.
All credit to the German government was stopped but the
Rentenbank granted to the government an account of 1.2 billion
rentenmarks for paying wages, salaries, and the like. A further
1.2 billion was granted by the Rentenbank to the Reichsbank,
which immediately offered to exchange old Reichsbank notes
for Rentenbank notes at the rate of one trillion to one. Deposits

1 Hjalmar Schacht, The Stabilisation of the Mark (New York, 1927),
p. 106
2 Op. cit.
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held by clients in the Reichsbank were converted into renten-
marks and, from November 15, the Reichsbank carried on its
business in terms of the new currency. The Rentenbank granted
seventy million rentenmarks to the four private note banks
which immediately began the process of reducing their own
notes and of granting only Rentenbank note credit.

The actual transference from paper money to Rentenbank
money was accomplished more easily than was anticipated be-
cause of the attitude of the people, who clutched frantically at
any medium of exchange that gave promise of stable value.
By November 20, 1923, the theoretical value transfer had been
accomplished, although the actual withdrawal of inflation money
was slow. In the occupied territories, however, speculation in
the paper mark continued and emergency money was still put
in circulation. The Reichsbank took the first decisive step which
showed its determination to support the rentenmark, when it
announced on November 17, that, after November 22, no
emergency money of any sort would be accepted by the Bank,
and that on November 26, it would begin to present emerg-
ency money to the issuers for redemption. This step also im-
proved the foreign exchange position of the Reichsbank and
made it easier for the Bank to maintain dollar parity. Since
Reichsbank credits were granted only in rentenmarks, the
speculators were forced to sell their foreign exchange for
rentenmarks to meet their obligations, and on December 10,
1923, the dollar rate was at par in Berlin and in Cologne. It is
estimated, however, that on January 1, 1924, there remained
about 150 million dollars of emergency money in circulation,®
and that it did not disappear completely until the introduction
of the gold mark in October 1924.*

The second decisive action taken toward stabilization was
the refusal of the Rentenbank, on December 15, to increase
the credits granted to the German government. These had

3 6.3 trillion paper marks.
4 Peter P. Reinhold, Germany Since the War (New Haven, 1928), p. 77.
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originally amounted to 1,200 million rentenmarks, 300 million
of which were used to repay the Reichsbank for loans granted
to the Reich. The 9oo million remaining rentenmarks had been
practically exhausted by December 15. Dr. Hans Luther, Fin-
ance Minister of the Reich, instead of clamoring for assistance
as he might have done, drastically reduced government person-
nel, fixed new taxes that fell heavily on war and inflation profits,
and fixed early dates for tax payments. In this way, he was able
to bridge the gap in public finances until January 1, 1924, when
tax collections fell due, and to bring the budget of the Reich
much nearer a balance than it had been for many years.
These drastic governmental measures were carried through at
a heavy cost to the German economy. Unemployment, bank-
ruptcies, curtailed production and falling prices lasted through-
out December and January. Nevertheless, the first steps out of
monetary chaos had been accomplished by the beginning of
1924— the introduction of a medium of exchange that held
promise of stability and a governmental budget that held no
threat to the maintenance of that stability.

The government had ordered all businesses in Germany to
readjust their balance sheets to the new gold basis by January
1, 1924.° This process of writing down balance sheets brought
out the tremendous loss Germany had suffered through the in-
flation. Banks and industry found that in terms of gold they
had very few assets and practically no working capital. The
speculative boom of the inflation years had meant frantic ex-
tension of plant and equipment to meet the demand for goods,
and this had resulted in an over-extended plant capacity, some
of it of doubtful quality. The dumping of cheap German goods
on foreign markets during the inflation had meant a “ national
clearance sale ” for Germany, through which she had succeeded
in ridding herself of all available raw material. Furthermore,
through the war, she had lost as a nation a large portion of her

5 Although banks and business kept their accounts in the stablized cur-
rency from January 1, 1024, stabilized balance sheets were made public very
slowly and it was not until the end of the year that the full extent of
Germany’s capital losses became known.
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natural resources: twenty percent of her agricultural territory,
her coal, tin, and zinc resources in the east, and important iron
ores in the Saar. Industry found itself forced to make wage
payments in the new currency, to pay for raw materials with
the new rentenmark and to keep its profit accounts in a unit of
stable value. The pressure on the banks for capital was so great
as to send interest rates soaring. The Reichsbank was the sole
credit source.

If one summarizes the assets and liabilities of the German
nation at the beginning of 1924 one finds on the asset side, 1)
a provisional stabilization of the currency, 2) a balanced
national budget, 3) a labor population eager and willing to
work, 4) an adequate (if clumsy) plant capacity. These, how-
ever, were faced with liabilities of 1) uncertainty as to the
success of stabilization—oparticularly foreign distrust, 2) a
heritage of speculative fever which could not easily be stamped
out, 3) high and even crushing taxes, 4) impoverishment of
the population—especially of the middle class which had been
the backbone of the German nation, 5) growing unemployment,
6) loss of valuable natural resources, 7) complete lack of work-
ing capital, 8) a non-existant capital market, but pressing
capital demands, and 9) a disorganized short-term money
market trying to meet the demands on its limited resources—
the disorganization reflected in fantastically high interest rates.
This was the economic situation that faced the Reichsbank at
the beginning of 1924.

The first necessity was the patient rebuilding of the compli-
cated mechanics of an exchange economy. Dr. Schacht, in
speaking of the tasks facing the Reichsbank at this time,® said
that the Reichsbank had to

1) Promote
a. intensification of production
b. economy in industry
¢. domestic capital accumulation

6 Hjalmar Schacht, The End of Reparations (New York, 1931), pp. 148-
149.
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2) Arouse confidence in German credit capacity
3) Get favorable terms for German long-term loans, and
4) See to it that capital was used productively.

This summary by the President of the Reichsbank of the
objectives of the central bank in the emergency of 1924 states
clearly enough the Bank’s own conception of its role. The
Reichsbank could no longer be the central bank of the pre-war
era, concerned primarily with serving as a source of funds in a
smooth credit economy and using its discount policy as a
quantitative means of control over the supply and the demand
of credit. It was forced to assume leadership in every field of
economic life and to use its own judgment as to what con-
stituted economic welfare for the nation. Thus, in the ten years
under discussion, we see the Reichshank using its influence to
bring about objectives considered by it desirable, and we see it
using techniques that were unheard-of in pre-war days. At
times, it was successful in attaining its objectives, at other
times it was hampered by factors beyond its control; but always
it was deeply concerned with qualitative regulation of the
whole economy.

That the Reichsbank was the central figure in bringing
Germany back to some semblance of normality in its economic
life, there can be no doubt. It had taken the lead in pulling the
nation out of chaos; it maintained and enforced its authority,
in the first year after stabilization, through its strategic position
as the sole source of credit in the starved economy. The fight
for maintenance of its power to rebuild a balanced economy is
the story of the Reichsbank in the following years.

Dr. Schacht has listed the Reichsbank’s guides to its credit
policy. These are 1) note covering, 2) the condition of the
foreign exchanges, 3) total money in circulation, 4) price level,
5) open market interest rates, 6) speculation, and 7) general
economic development. “I believe,” he said, ‘“that one can
group all of these together and say simply that the total
economic development must be carefully followed and the dis-
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count policy of the note bank brought into harmony with
it. . . . It must be understood, however, that the Reichsbank
can work only in the framework of the total economic and
social situation and cannot take unto itself the responsibility
for existing legislation. . . . But, within these limits, it is its
aim to place at the disposal of the economy means as abundant,
as advantageous, as good, and as cheap as possible.” © We shall
see that abundant and cheap credit was not always compatible
with advantageous and good credit and that the irreconcilable
nature of the two sets of objectives forced the Reichsbank into
many new forms of control.

The economic development of Germany proceeded from the
low point of the stabilization with a wavy motion of ups and
downs. The first two cyclical movements have been labelled the
Rentenmark Cycle and the Dawes Loan Cycle,® and were phases
of Germany’s rebuilding. They were both connected with the
monetary problems of stabilization. The rentenmark cycle
worked upward to a high point in April 1924, and then down
to a low point in July 1924; the Dawes Loan cycle began a
slow upswing in the summer of 1924 and continued to a high
point in January or February 1925, and thereafter downward
to about May 1926. The third movement is more closely con-
nected with the cyclical development in the rest of the world;
there was a gradual improvement in business and a definite
upturn from the middle of 1926 to the early months
of 1928, when a slow retrogression set in which became cumu-
latively disastrous from September 1930 to the middle of 1932.
Although some slight improvement appeared in the latter half
of 1932, continued world depression, political upheavals, and
foreign distrust combined to keep Germany in a state of
depression.

7 Die Reichsbank, op. cit., p. 145.
8 Blum, Die Deutschen Kreditinarkie nach der Stabilisierung, op. cit.
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THE RENTENMARK CYCLE

The substitution of 3.2 billion rentenmarks for 1.5 sextillion
or more paper marks could not take place without violent
repercussions on the whole German economy. The first result
of stabilization was severe depression. Businesses were thrown
into bankruptcy, unemployment increased, and prices dropped
suddenly. The demand for working capital was reflected in the
high money market interest rates. In January 1924, daily money
and monthly money (the only types of funds dealt in on the
bourse at that time) averaged 87.64% and 28.25% re-
spectively.” The monthly rate was purely nominal since almost
no loans for as long as one month were made. By March 1924,
these two rates began to reflect more evenly the condition of the
money market; the average for March was 33.00% for daily
money, and 30% for monthly money.*®

The Berlin Great Banks and the public banks were isolated
from the Reichsbank. The normal relationship which made
these banks dependent on the central bank as a place of last
resort in times of monetary stringency was broken because the
money market banks held no assets which were salable to the
Reichsbank. The trade bill and the bank acceptance which had
been the backbone of the German money market could not be
reéstablished because the banks could not afford to tie up their
limited capital for the length of time required and because the
uncertain business situation made these loans unattractive. The
Reichsbank itself granted direct acceptance credit to certain
industries at the comparatively low rate of 10%, but its re-
sources did not permit it to meet all of the legitimate demands
from business—or even a substantial proportion of them. For-
eign exchange, the second normal source of obtaining central
bank support, was controlled completely by the Reichsbank.

The low point of the rentenmark deflation was reached in
March 1924. During the latter part of March and the beginning

9 Dic Reichsbank, op. cit., p. 61.
10 Ibid., p. 61.
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of April there was a sharp increase in business activity and
money market interest rates began to rise sharply. The average
rates for daily and monthly money during April were 45.49%
and 44.45% respectively.* The demands for foreign exchange
increased rapidly so that by April 7, the Reichsbank was able
to grant only 1% of the amount requested.** The discount and
lombard loans of the Reichsbank and private note banks, which
stood at 696.1 million rentenmarks on January 7, increased
to 2,093.1 million on April 7, 1924.*® Also, while theoretically
the Reichsbank was the sole agency for foreign exchange, it
was known that a well-developed “bootleg ” market existed
and that, within Germany, there were large hoarded reserves of
foreign currencies. Currency stability, therefore, required a
sharp curtailment of credit. The Reichsbank saw unhealthy
tendencies in the money market, not the least of which was the
speculative fever held over from the inflation years. Although
stabilization had brought an increasing amount of unemploy-
ment and business failures, there were still many inflation in-
dustries anxious to retain, as long as possible, the profit ad-
vantage of a rapidly rising price level. There was a need felt
by the Reichsbank for a “ purification ”” of economic life.

The instigators and the main offenders in the rentenmark
boom of March and April 1924 were the public banks, partic-
ularly the Seehandlung, the savings banks and Girozentralen,
and the German postoffice. The source of funds was public
money. The Seehandlung became the center of the short-
term money business of the Berlin market. As was brought out
in Chapter III, this bank had always been the leading money
market bank in Germany and it was held in deep respect by the
entire banking and business world. It had lost heavily in the
inflation and subsequent stabilization and was anxious to recoup
its losses. It built up its deposits more rapidly than other money

11 Ibid., p. 61.
12 Ibid., p. 62.
13 Ibid., p. 62.
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market banks because of its pre-war reputation, but it used
these large funds in speculative loans against shares (which
were still valued in terms of the old paper marks). It also loaned
at high rates to other banks, particularly the specialized indus-
trial banks which had multiplied rapidly during the inflation.
These banks had financed themselves through the sale of stock
of their own concerns when the inflation was at its height. With
stabilization the stock market collapsed. Driven by a desperate
need for working capital and the hope of high profits from a
new boom, these industrial banks were willing to pay any
amount of interest for short-term loans. The Seehandlung was
not unwilling to lend. It also made heavy loans, at the daily
money rate of interest, to industrial concerns such as Barmat-
Kutisker and the Michael concerns.’* The connections of the
Seehandlung with the old banking house of E. von Stein
(formerly connected with the Disconto Gesellschaft) led it to
grant to this bank lombard loans covered by stock market
collateral to a total amount of 7.2 million rentenmarks at the
end of March 1924.*® These funds were used for speculative
dealings in paper marks. The postoffice held 100 million gold
marks in postal check deposits at the beginning of 1924. Part
of these funds it deposited in the Seehandlung but part it used
in making direct loans to industry.

The Reichsbank was faced with two main tasks—the main-
tenance of stability of the rentenmark and the provision of
cheap credit to legitimate trade and industry. In this emergency,
the Bank resorted to the control policy of credit restriction and
assumed the task of the qualitative guidance of funds into * de-
sirable ” channels.’®* The maximum amount of credit to be

14 Werner Bosch, Die Epochen der Kreditrestrictionspolitik der Deutschen
Reichsbank, 1924/1926 (Hamburg, 1927),pp. 38-40. The Seehandlung granted
forty-five million rentenmarks to these two firms alone.

15 Heinicke, Die Preussische Staatsbank, op. cit., p. 250. It was the failure
of this firm and also of Barmat-Kutisker that led to the public investi-
gation of the Seehandlung in May 1924.

16 See below, Chapter VII, for a discussion of the Reichsbank’s inter-
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granted by the central bank was fixed at its position on April
7, 1924 which amounted to a total of 1,097 million rentenmarks
in bills, checks, and lombard loans.'” The result was a complete
stoppage of Reichsbank credits and, as the outstanding credits
were repaid, the gradual reallotment of these funds to “de-
sirable ” businesses. Credit restriction implies this ability of
the Reichsbank to evaluate the relative merits of different credit
demands and to direct funds into specific channels selected as
productive of total economic welfare.j It is, thus, a qualitative
credit device which must rest upon certain more basic assump-
tions as to what constitutes desirability. An analysis of credit
restriction as one of the tools of credit control will be taken up
in detail in Chapter X. Here, we are interested in pointing out
the deep significance of this abandonment of quantitative con-
trol for qualitative control at a period when the Reichsbank
was faced with the two irreconcilable objectives of maintaining
currency stability and of providing cheap credit. It gave up
neither—but assumed the right to choose and to limit the
recipients of cheap credit.

The immediate results of the policy of credit restriction were
further deflation and the end of the speculative boom. The
goods price level sank, but the foreign exchange position of the
Reichsbank was so much improved that by June 3, 1924 all of
the requests for foreign exchange could be fulfilled 100%. This
betterment in the foreign exchange position can be attributed,
on the one hand, to the increased amounts of foreign exchange
flowing into the bank as hoarded dollars and pounds began to
be used for current expenses, and on the other hand, to the
decrease in the requests for foreign exchange as business fail-
ures increased. Currency stability was undoubtedly achieved by
the credit restriction policy of the Reichsbank; on the other
hand, the bankruptcy statistics show a ruthless weeding out of

pretation of a “desirable” industry; see also, Chapter X for a discussion of
credit restriction as a technique of central bank control.

17 Die Reichsbank, op. cit., p. 63 f.n.
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German industries. The bankruptcy filings were sixty-eight in
March 1924, 133 in April, 322 in May, 579 in June, and 1173
in July;*® in addition, many companies had gone into receiver-
ship. Just how many of these business failures represented the
unstable inflation and speculative industries and how many of
them were genuinely important to the economic life of the
country it is, of course, impossible to say. It is probably true,
however, that a large proportion of the failures was made up
of the weaker concerns and that those that remained were
forced to learn the bitter lesson of economy.

One other step toward “ purification ” was taken by the clos-
ing of the government loan offices on April 30, 1924. These
were left over from the war period when they were organized
to supplement the regular business of the banks. They had been
one of the most disturbing elements in the inflation and, in the
latter period, had issued their own currency. The issuing of
currency had been stopped when the rentenmark was introduced,
but they continued to carry on a lending business up to the
date of their closing. The lombard loan business was thus
sharply curtailed at the same time that restriction of bill credits
was introduced and probably contributed to the general strin-
gency in the money market. The lombard loan business of the
Reichsbank had practically ceased because of the disorganization
of the capital market. Securities in terms of the old mark were
still in existence but were highly speculative because of the
uncertainty of revaluation. Real value loans (Sachwertanlei-
hen) in terms of rye and gold existed but were not admitted to
the loan privilege by the Reichsbank until the late summer
of 1924.

In contrast to these sharp deflationary policies, the establishq
ment of the Gold Discount Bank by the Reichsbank in April
1924 was a positive step toward the rebuilding of the economy
in the field of export credits. The purpose and organization of
the Gold Discount Bank has already been discussed. The grant-

18 Statistisches Jakrbuch fiir das Deutsche Reich, op. cit., 1925.
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ing of export credits at 10% (well under the market rate)
stimulated the export industries and at the same time relieved
the Reichsbank of this credit responsibility and freed its avail-
able bill credits for other industries.

The low point of the Rentenmark cycle was reached in mid-
summer of 1924. The whole period must be looked upon as
one of internal adjustment to the new era of currency stability
accompanied by the enforced realization of the losses occa-
sioned by inflation and the vital need for economy and ration-
alization.

THE DawEs LoaN CYCLE, SUMMER 1924 TO SPRING 1926

The full extent of Germany’s capital losses was yet to be
realized. Germany had been cut off from the rest of the world
for ten years and was completely out of touch with develop-
ments in foreign countries. The hope engendered by the suc-
cess of the Dawes Committee was enough to produce the short
upswing in business conditions that lasted for eight or nine
months; the succeeding fifteen months of depression were the
result of the repercussions in Germany of realignment with
the world economy.

Germany found herself unable to compete successfully in
world markets. Her plants were hopelessly out of date, the
loose business organizations that had grown up during the war
and inflation years were uneconomic. Few industries could
borrow successfully in foreign markets. Her land was worn
out for lack of fertilizer; her cattle were underfed and agri-
culture suffered from general capital scarcity and the necessity
of borrowing at high rates in the short-term money market.
High taxes gave a semblance of prosperity to the cities, the
States, and the nation but at the expense of increasing busi-
ness failures, unemployment and low living standards.

By midsummer of 1924, it became apparent that the pro-
posals of the Dawes Committee had a fair possibility of being
adopted by the allied powers. By August 16, the plan had
actually been ratified by the nations concerned and was ap-
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proved by Germany (not without a struggle in the Reichstag)
on August 29. The Dawes Plan gave certain guarantees to
Germany that were of deep significance. Most important, of
course, was the guarantee of currency stability on a new gold
basis and the emphasis placed upon the maintenance of stability
through the guarantee that reparations payments were not to
be permitted to interfere with the gold value of the reichsmark.
At the time, this was the fact of central importance to the Ger-
man people in the whole Dawes Plan, and was sufficient to out-
weigh the counsels of those who insisted that payments of the
amounts demanded for reparations could be accomplished only
through the breakdown of the German economy. The further
provision of the plan for a gold loan to Germany of 800 million
gold marks opened up the possibility of foreign credits to sup-
ply essential working capital.

The improvement of business in Germany from July 1924
to February 1925 was due largely to psychological factors inci-
dent to the adoption of the Dawes Plan. There was also real
relief from a freer flow of credit and the opening of world
markets.

The new Reichsbank law went into effect in October 1924,
and the flotation of the Dawes Loan strengthened the gold and
foreign exchange position of the Bank. Demands for foreign
credits by German business men were at first only partially
successful in foreign markets and only better known concerns
were able to borrow long-term funds. The high interest rates
in the German money market, however, soon began to attract
short-term foreign capital. It is estimated that, by the end of
1924, one and one-half billion reichsmarks of foreign capital
had been borrowed by Germany. The greater liquidity in the
short-term money market and the improved gold and foreign
exchange position of the Reichsbank served to lower open
market interest rates, while the steady stream of goods imports
had the effect of depressing the internal price level. The empha-
sis placed by the Reichsbank upon the export industries through
the lowered interest rates of the Gold Discount Bank and its
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own credit rationing program strengthened the export trade;
excess of imports over exports, however, amounted to 2.6
billion reichsmarks at the end of 1924."

By February 1925, unhealthy signs began to appear in the
German economy which worked toward a crisis heralded by
the collapse of the huge Stinnes concern in midsummer. A per-
iod of deflation of extreme severity followed, persisting un-
abated until the spring of 1926. In general, the attitude of the
Reichsbank toward this situation was one of aloofness; it held
that the economic life was still in need of purification and reor-
ganization and that the depression was an essential phase of
post-inflation recovery. Credit restriction continued throughout
1925, began to be eased in the early part of 1926, and was
wholly dispensed with in the early spring. The banks, following
the lead of the Reichsbank, also held aloof from large commit-
ments in industrial credits, and, in order to improve their cash
position, called in many of their outstanding loans. Bankruptcy
statistics show the results of this deflation policy.

Taere XXIX. BANKRUPTICIES, 1925 THROUGH APRIL 19262

1925, Ist quarter ................. 2,210
2nd Y L 2,144
rd ¢ L 2,402
4th ¢ Lo 4,057
1926, 1st ... e 5,643

a Great Britain, Department of Overseas Trade, Economic and Financial
Condition in Germany, 1925-1926, p. 6, and 1927, p. 6.

If one compares the results of this second deflation with
those of the first, from April to June 1924, one sees that, as
reflected in the bankruptcy statistics, the deflation phase of the
Dawes Loan cycle was much more severe than that of the
rentenmark cycle. The short business upturn in the last six
months of 1924 was a mild flurry caused by hope with no real

19 Wirtschaft und Statistik, 1925, Vol. V, p. 361.
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basis in the economy to support it. The depression of 1925-
1026 was inevitable as a part of the deflation of the currency
and the deflationary policies of the central bank. No doubt, the
credit restriction policy of the Reichsbank fell with greater
weight upon the small and middle-sized firms. The larger firms
of international reputation were able to borrow funds in for-
eign markets ; they also had hidden surplus reserves which made
them, to a certain extent, independent of Reichsbank credit;
and the policy of the large credit banks was more lenient to
their large customers than to their smaller ones. The whole
economy, however, was dominated by the shortage of working
capital. Under this pressure, and the renewed competition in
foreign markets (made even more severe by the low value of
the French franc), German industry in order to survive at all
was forced into a program of radical reorganization. This was
the beginning of the “ rationalization ” movement in Germany
which became a fetish in the next few years. Rationalization,
in this period, consisted largely of the reorganization of the
> sprawling combines that had grown up during the inflation
period and the carrying through of new cartel agreements on a
horizontal plane. It led to the wholesale closing of non-produc-
tive plants and to a reduction of labor force and personnel.
The government aided the process of rationalization by carry-
ing out international cartel agreements wherever possible; by
assisting domestic cartel formations through cheap grants from
the Reichs Kredit Gesellschaft in the dyestuff trades, the ship-
ping and air transportation industries, and the petroleum and
steel industries. It also granted direct subsidies to certain im-
portant export industries such as iron and steel, potash and
sulphates, and other subsidies to encourage domestic produc-
tion of commodities generally imported in large amounts, such
as motor tractors and ploughs, flax, starch, fertilizer, and the
like. The total amount of direct subsidies in this latter group
amounted to 225 millions of reichsmarks on June 1, 1926.*

20 Wirtschaft und Statistik, 1925-1926, p. 13.
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In spite of its general attitude of non-interference with the
liquidation of German industry and its enforcement of a tight
money policy through restricted central bank credit, the Reichs-
bank took specific steps to rebuild the money market through
the control of the two factors that interfered with its economy
measures—public money and foreign loans.

The particular problems of the money market were: 1) to
decrease the span between the Reichsbank rediscount rate and
open market rates in order to relieve the Bank of the direct
credit support of the entire economy; 2) to rebuild the private
discount market; 3) to decrease the span between the interest
paid by banks on creditor deposits and that charged by them
for loans in order to encourage new capital formation; and 4)
to reéstablish the inter-rate harmony between the money mar-
ket and the capital market in order to encourage long-term
borrowing. While all of these problems could not be solved until
Germany had rebuilt her lost capital, they could be materially
relieved by effective mobilization of available funds.

One of the main sources of money market funds in 1924
and 1925 was the reserve built up by public bodies from taxa-
tion. The public banks holding public money were the most im-
portant operators in the money market. The Reich at the be-
ginning of 1924 levied high taxes in order to balance its budget.
These taxes were levied on wealth, incomes, inheritance, on
corporations, on goods turnover collected at each stage of the
productive process from raw materials to finished products, on
all capital transactions of business, on securities held by an in-
vestor as well as on all stock exchange transactions, on bills
of exchange, on insurance policies, and the like. Although there
was some agreement between the Reich and the States as to
the collection and allocation of taxes, the States retained the
right to tax on their own account, particularly landed property
and house rents.** The municipalities levied heavy consumption

21 Prior to 1919, the federal States in Germany were autonomous bodies
with full power of taxation in their own hands. The Reich levied customs
duties, stamp taxes, and death duties throughout the country but, aside from
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and luxury taxes such as taxes on beverages, on hotels and
lodgings, on entertainments, on dogs, horses, and motor cars.
There was also, in addition to the general turnover tax of the
Reich, a trade tax levied in all States either by the districts,
the municipalities or the States which was paid by the proprie-
tor of the business on his gross profits and also on his capital
or wage bill.

There were three aspects of this heavy taxation that held
especial significance for the German economy. In the first place,
high taxation was undoubtedly one of the reasons for the
severe business depression in Germany throughout 1925 and
the first five months of 1926. The taxes pressed heavily upon
the impoverished population and the businesses that were strug-
gling to survive in spite of dimished working capital and mar-
kets. During 1925, the government made an effort to reform
the scattered system of national, State, and municipal taxes,
but, because of bureaucratic opposition and deep-rooted politi-
cal jealousies on the part of the several States, little headway
was made until 1926. The full effect of these reforms was not
felt until 1926-1927. In the second place, high taxes gave a
false sense of prosperity to the public bodies. In a time that
called for government economy of all sorts, cities maintained
large personnel and began the building of expensive public
works such as parks, swimming pools, schools, bridges, and
the like. Some cities entered into industrial enterprises on their
own account, bought land, organized banks which made loans

this, the States were free to manage their own financial affairs. In 1919,
because of the large reparations burdemns, the Reich took over a large portion
of the right of taxation and in return agreed to allocate a portion of the
amount collected to the various States. Because of deep political jealousies,
no complete plan was worked out with the result that the Reich had the
power to levy taxes but little authority to collect. Government economies
and tax reforms were balked by new demands from the States. Although
the government gained greater control over taxation from 1926 through
1032, it was never able completely to centralize tax authority in its own
hands. This is one of the reforms that was carried through successfully
by the National Socialists.
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of doubtful security, and granted subsidies to private industries.
Although the cities were the most flagrant examples of riotous
public spending, the States and the national government were
by no means free from the general tendency.

In so far as public spending is simply a transference from
private spending, there is no objection to be made except on
the debatable grounds of social and economic philosophy. One
may object to public spending as less “‘economic " than private
spending or as less productive to the total economic welfare,
but these are value judgments passed on the basis of some pre-
conceived attitude as to what constitutes economic welfare.
As a matter of fact, a large part of the public spending in
Germany was just such a transference. Private industry col-
lapsed, public industries sprang up; labor was thrown out of
private employment but was used in public projects. The real
objection to public spending came from the belief that Germany
was using labor and raw materials for projects that she could
ill afford in the light of her actual poverty. High taxes gave
public bodies a simulated prosperity but at the expense of legiti-
mate trade and industry. This was the attitude of the Reichs-
bank and the basis of its objection to a decentralized and un-
controlled tax system. The Reichsbank maintained this attitude
from March 1924, when it first conferred with the Reich Min-
ister of Finance about the control of public funds and public
spending, to the end of the decade. It carried over this belief
in its attempt to check the borrowing of public bodies in foreign
markets.

But, from the standpoint of the central bank, the third
aspect of heavy decentralized taxation was the most important.
This was the accumulation of large reserves of public funds in
banks other than the Reichsbank and the use of these funds
in short-term investments in the money market. To a certain
extent, the accumulation of large reserves of public funds was
unavoidable. The Reichsbank law of August 1924 prohibited
the Bank from financing the Reich through the discounting of
short-term treasury bills. The German government, therefore,
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was forced to maintain its entire burden of expenditures out of
taxation built up in advance of spending. The Reichsbank de-
sired to bring these public funds under its own control so as to
mobilize them for use in rebuilding the German money market.
According to the Reichsbank law of August 1924, it was not
permitted to pay interest on deposits. Municipal banks, State
banks and public banks, therefore, became the natural deposi-
tories for public money and only a small proportion of the
total amount was kept with the Reichsbank in Giro accounts.
Public money was scattered throughout the Reich in cities
and States, and, in 1924 and 1925, there was no centralized
Berlin money market to serve as the necessary integrating fac-
tor. The Reichsbank had given up its position as a banker’s
bank through its credit restriction policy; its discount rate,
therefore, could not be looked upon as a means of control over
the total flow of funds to the money market. This evil of scat-
tered cash the Reichsbank set itself to remedy with no tradi-
tional tools at its disposal. Its main tool was moral suasion
backed by effective bargaining. The actual steps taken by the
Reichsbank to bring public funds under its own control will
be discussed in detail in Chapter IX.

Foreign loans were another source of funds that served to
bring a certain amount of liquidity to the German money mar-
ket. Although foreign confidence in the stability of the reichs-
mark had been established when the Dawes Loan was put into
effect, the sudden onrush of long-term capital demands from
German business men had not met with immediate response
from foreign investors. The collapse of the huge and well-
known Stinnes concern in July of 1925 disturbed foreign faith
in the stability of German business to pay dividends for a long
time to come. High interest rates in the Berlin money market
were tempting to short-term capital, however, which began to
come in in large amounts. The Reichsbank’s attitude toward
foreign loans was one of discouragement of all borrowing that
did not go directly into productive employment—especially to
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the increase of exports.”® Within this broad objective, it tried
to limit short-term loans and to encourage long-term loans,
and throughout the years from 1924 to 1929 it aided every
effort to convert short-term loans into long-term loans; further-
more, it frowned upon all foreign borrowing, long and short,
carried on by public bodies.

Foreign credits were, however, essential to rebuild the Ger-
man economy. The excessive demand was the result of real
captial losses which had to be made up by foreign borrowing
if Germany was to regain its place in the world economy. For-
eign loans were the central problem of the Reichsbank through-
out the entire period under discussion. In fact, as Dr. Schacht
stated to the German Bank Committee in 1929, “ A normally
functioning currency is in the long run impossible unless the
national economy has reached a financial balance. If balance
is maintained by foreign credits, a central bank is unfree . . .
This dependence of the German currency upon foreign coun-
tries made the problem of foreign credits the central factor in
Reichsbank policy.” 2* The German economy was far from a
balanced economy; it was at all times dependent upon foreign
funds which not only made central banking policy “unfree”
but also controlled the basic structural development of the coun-
try and forced it to react quickly and disastrously to any check
in the free flow of foreign capital. This was apparent in the first
two years of rebuilding but became even more serious when
a sufficient degree of revival had set in to bring the long-term
capital demands of the economy to the forefront. The most
immediate needs in the post-inflation period were for short-
term funds for working capital purposes and it was short-term
borrowing that constituted the largest source of funds during

22 In relationship to foreign loans the Reichbank used the word productive
to mean either those loans that were used directly by export industries
for the importation of raw materials, or those loans that indirectly en-
couraged exports and discouraged imports. In connection with home in-

dustry, the word productive seems to have meant simply non-luxurious
expenditure. See below, Chapter VIL.

23 Die Reichsbank, op. cit., p. 135 and p. 153.
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the years covered by the Dawes Loan cycle. Although long-
term borrowing occurred during this period, the real capital
demand made itself felt in the later years of revival and
prosperity.

Definite limits to the Reichsbank’s ability to control foreign
borrowing were set by its function as a central bank entrusted
with the prime task of guaranteeing the stability of the cur-
rency. The Reichsbank’s refusal to buy and sell gold and for-
eign exchange would have meant a threat to the currency,
avoidance of which was always the first consideration of the
Bank. However, in the year 1925, the government, at the insti-
gation of the Reichshank, established an advisory bureau
(Beratungstelle) to pass on all foreign loans requested by
public bodies. This bureau had no control over private borrow-
ing and no control over public short-term borrowing, except
in the case of villages and village associations.*®* While the
Reichsbank was a member of the committee, and no doubt an
influential member, its decided attitude toward foreign bor-
rowing was not held by all of the committee. The influence of
the Reichsbank in the Beratungstelle was at best indirect. In
spite of the attitude of the Reichsbank and the activities of the
Beratungstelle, foreign funds came into Germany in increasing
amounts and influenced, at all times, the control policies of the
central bank.

A third source of capital available for the rebuilding of the
German money and capital markets was domestic savings.
These were small in the years 1924 and 1925 compared to
public funds and foreign loans, but amounted to about 3.03
billion reichsmarks at the end of 1925.%° Bank credit creation,
a fourth source of money market funds was, as we have seen,

24 For a complete discussion of the activities of the Beratungstelle, see
below, Chapter XI.

25 Estimated by Dr. Carl Teewaaj, manager of the Central Association
of German Banks and Bankers, on the basis of new savings, increase in
the premium reserve of savings banks, and in domestic long-term investment
in interest-bearing securities. Die Zerritttung des Geld- und Kapitalmirktes.
Untersuchung des Bankwesens, op. cit., Part I, Vol. I, p. 540.
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limited. Unfortunately, comparative statistics on the relative
importance of these four sources of money market funds for
this period are not available. The total amount of German bank
deposits, long and short-term, amounted at the end of 1925 to
14,740 million reichsmarks.*® This figure includes public money,
foreign deposits, savings, and bank deposits arising out of
bank loans. It excludes interbank deposits. Of this amount,
only 457 million reichsmarks represent customers’ loans
(Kundschaftkredite), 241 million reichsmarks represent long-
term bank loans, which may or may not be included as customer
loans; savings deposits account for 2,401 million reichsmarks.*”
Presumably, therefore, the remainder, 11,641 million reichs-
marks, represents public money on deposit with German banks
plus foreign deposits. No figures were ever published by the
German banks on the total amount of their foreign deposits.
The first estimate was made by the Wiggin committee in
August 1931, and revised by the second Basle committee in
December of the same year.*® Until the publication of the im-
proved balance sheets in 1928, public money on deposit was
lumped with all other deposits. It seems probable, however,
that at the end of the year 1925 more than half of the total
amount of 11,641 million reichsmarks represented public
money.

If one examines the state of the German money market at
the beginning of July 1924 and at the end of the Dawes Loan
cycle, one finds that it had made long strides toward readjust-
ment of interrate relationships.*® Open market rates for daily
and monthly money decreased from an average of 16.83% and
22.92% respectively in July 1924 to an average of 4.80% and
5.93% in May 1926. There was thus not only an absolute

26 Untersuchung des Bankwesens, op. cit., Part II, p. 135.

27 The difference in this figure and the one given above is accounted for
by the inclusion in the larger figure of direct investment of the public in
long-term securities.

28 See, however, pp. 152-155.

29 Die Reichsbank, op. cit., p. 61.
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decrease in the cost of short-term credit, but also the span be-
tween daily and monthly money was more nearly in line with its
pre-war position. The difference in cost was 6.09% in July
1924 and only 1.13% in May 1926. The Reichsbank rediscount
rate was reduced from 10% to 9% on February 25, 19235, to
8% on January 12, 1926, to 7% on March 27, and to 6% on
July 7.*° By the middle of 1926, therefore, bank rate had re-
gained its leading position in the money market. The bill mar-
ket showed surprising development from December 1925 to
June 1926, in spite of the fact that the German economy
was seriously depressed and that the total turnover of bills
was considerably less than in 1913. Open market trading in
private discounts was begun in December 1924.** The rates
for bank acceptances decreased steadily from 9.2% to an aver-
age of 4.69% for May 1926,°* while total holdings of the six
Berlin Great Banks of bank acceptances and checks increased
from twenty-three million reichsmarks in December 1924 to
243 million at the end of April 1926.%°

Dealings in bank-guaranteed trade bills also increased, while
rates decreased. Amounts of such bills held in the portfolios of
the six Berlin Great Banks were 887 million reichsmarks on
December 31, 1924 and 1,383 million reichsmarks at the end
of April 1926; * the rates in the open market had decreased
in the same time from 8.94% to 5.8%.

The market for bank credit showed the same improvement.
Customer rates for bank loans were from 15 to 16% % in Jan-
uary 1925 and 10.4% at the end of March 1926,°° while the

30 Die Reichsbank, op. cit., p. 61.

811t will be remembered that private discounts were the backbone of
the German money market in the pre-war period. They are comparable to
prime bankers bills in the London and New York markets. See above,
Chapter IV, p. 143.

32 Die Reichsbank, op. cit.. p. 61.

33 Blum, Die Deutschen Kreditmirkte nach der Stabilisierung, op. cit.,
p. 118,

34 Ibid.

35 Great Britain, Department of Overseas Trade, op. cit., 1923-1926, p. 0.
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amount of indebtedness carried for customers in current ac-
counts by six Berlin Great Banks grew from 1,550 million
reichsmarks at the end of December 1924, to 2,454 million
at the end of March 1926.%

In short, the end of the “ purification” process found Ger-
many in a much healthier condition than she had been since
the inflation. The means adopted to achieve the end had been
drastic, but by the middle of 1926 the German economy began
to show signs of the marvelous recuperative powers which
mark her as outstanding among the nations in the decade
1924-33. Her currency had remained stable for two years
and foreign confidence was established. Her industries had
been consolidated and refashioned into efficient productive units
and were on the verge of that modernization and rationaliza-
tion which characterized German business for the next two
years. Her internal tax burden had been decreased in 1925 and
was undergoing a process of more complete reform. Domestic
savings were increasing. The money market had been rebuilt
so that open market rates again stood in harmony with each
other. The total cost of short-term credit had decreased. And
the trade balance from January to June 1926 showed, for the
first time, an excess of exports over imports of 539.7 million
reichsmarks.*

On the other hand, the capital market had not revived and
there was an unhealthy development in the financing of long-
term needs with short-term loans. The economy was dependent
on foreign loans for any advance that it might make. Unem-
ployment had reached the two million mark and over. Agri-
culture was severely depressed because of crop failures in 1925
together with the necessity of forced sales of the crop due to
lack of credits. Although the trade balance had been favorable
in the first half of 1926, this was almost wholly due to a de-
crease in imports which was a reflection of the lowered stand-

36 Blum, Die Deutschen Kreditmirkte nach der Stabilisierung, op. cit.,
p. 118
37 Great Britain, Department of Querseas Trade, op. cit., 1625-1026, p. 32.
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ard of living and of the depression, while the value of exports
remained disappointingly stable. And, more basically, the Ger-
man economy was faced with the necessity of increasing pro-
duction beyond the pre-war figures to provide for the loss of
income formerly derived from investments abroad (amount-
ing to about one billion reichsmarks), to pay reparations which
were to increase from 1.2 billion reichsmarks in 1926 to 2.5
billion in 1928, and to allow her to compete successfully in
foreign markets. Further, the domestic market could not absorb
the pre-war volume of production, let alone the increased
volume demanded.®® In spite of the doubtful nature of the
basic structure of the German economy, revival began slowly
to set in and relative prosperity was achieved in 1927 and

1928.

RECOVERY, PROSPERITY AND STAGNATION—SPRING OF 1926
TO THE END OF 1928.

The factors leading to the prosperity of the year 1927 were
both external and internal. The British coal strike in the sum-
mer of 1926 gave an impetus to the German coal industry
which was sufficient to stimulate related trades and to reduce
the surplus stocks which had piled up during the depression.
After the British strike was over, German industry found
itself in a position secure enough to maintain the advantage
it had won. Then too, the stabilization of the French franc put
an end to French dumping in foreign markets and made Ger-
man competition more successful. The reorganization that had
taken place in industry bore fruit in lowered costs of produc-
tion and, taking advantage of the rising cycle movement in the
rest of the world, German producers were able to sell their
goods at more favorable prices in foreign markets. Foreign
relations were full of confidence. The obligations under the
Dawes Plan had been met promptly and in full; Germany had
carried out several favorable trade treaties and was showing

38 Reichs Kredit Gesellschaft, German Economic Dewelopment, latter half
of 1926.
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herself capable of a vigorous will to adjust herself to the post-
war world economy.

The internal factors supporting the revival in business were
1) the reorganized German money market, 2) the increase in
domestic capital accumulation, and 3) the credit policy of the
Reichsbank. The reéstablishment of the inter-rate harmony
in the money market was a boon to industry and the low rates
prevalent in the year 1926 meant that credits could be obtained
at prices favorable to profits. The spread between domestic
and foreign short-term rates was decreased to such an extent
that it became possible for a large portion of foreign short-

Tasre XXX. BusiNess Dirrrcurties, 1925-1929 2

Bills protested by banks

Receiver-
ships and Ratio of
Bank- creditor Amount in protests to
Year  ruptcies agreements Number million Rm. billsdrawn
Monthly average

1913 815 —_ —_— —_ _
1925 932 492 15,120 236 6.36
1926 1,023 653 9,991 132 391
1927 472 109 4,607 6.0 1.71
1928 665 266 7,174 95 2.03
1929 821 407 8,730 12.0 2.77

a Reichs Kredit Gesellschaft, German Economic Development, latter half
of 1930, p. 29.

term credits to be consolidated into long-term loans. For the
first time since stabilization, the domestic capital market was
able to absorb bond issues in increasing amounts and, although
the yield on German bonds was still considerably higher than
that on foreign bonds, the German market drew nearer to the
foreign capital market. The Reichsbank abandoned its policy
of credit restriction early in 1926 and relied thereafter on its
discount rate as a means of control. Its easy credit policy be-
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gan with the reduction of bank rate in progressive stages from
9% in January 1926 to 6% in July 1926; this was followed by
a further decrease to 5% on January 12, 1927.

The improvement in the general situation is shown in the
decrease in bankruptcies and unemployment. The year 1927
shows a marked drop in bankruptcies, receiverships and bills
protested, and, although there was an increase in 1928 over
1927, the figures were still well under those of 1926. By 1929
the country was once more entering a period of depression.

The number of recipients of full unemployment relief aver-
aged 1,749,000 in 1926 and 1,360,000 in 1927. By 1928 the
figure had risen to 1,830,000, and by 1929 to 1,985,000.%® The
improvement in 1927 is comparatively small, but important,
nevertheless. It had become increasingly apparent after stabil-
ization that Germany had a technological unemployment prob-
lem to solve. The ability of industry to absorb labor was limited
by efforts to modernize equipment and to rationalize organiza-
tion so as to decrease labor expenses as far as possible. The
production index of the Reichs Kredit Gesellschaft constructed
as an index number with average monthly production in 1929
as 100, shows the following rapid development : *°

1025 tveveennnennnnnannn 81.8
o -1 77.6
I027 tierenennanenenennn 08.4
1028 i 98.3

From a low point of 77.6% in 1926, the index number jumped
to an average of 98.4% in 1927, and increased by only one-
tenth of one percent in 1928. These were the years when Ger-
man manufacturers, supported by a better-organized money and

39 Reichs Kredit Gesellschaft, German Economic Development, latter half
of 1930, p. 13. It is customary in Germany to double this figure in order
to arrive at an estimate of the total number of unemployed. The restrictions
of the unemployment insurance benefit law tended to make laborers delay
registration as long as possible.

40 Ibid., p. 3.
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capital market, borrowed heavily in order to bring their
machinery up to date and to modernize their plants.

In general, the Reichsbank adopted an easy money policy
from the beginning of 1926 to the spring of 1927. Reichsbank
policy together with foreign loans made the money market ex-
tremely liquid and no doubt supported the rising business cycle.
The revival of business in Germany and increasing business
profits stimulated the capital market. For the first time since
the inflation, the span between long-term interest rates and
open market short-term rates tended to decrease. To some ex-
tent, the decreasing rate for long-term loans was due to the
revival of the interest of investors in long-term investments.
At the end of 1926, domestic purchases of new long-term se-
curities amounted to 3,435 million reichsmarks and foreign
purchases to 1,579 million reichsmarks, or a total of 3,014
million reichsmarks as compared to 2,261 million at the end
of 1925.** However, to a very large extent, the improvement
in the capital market was definitely related to the increase in
share prices brought about by the extreme liquidity of the short-
term market. The market for new shares as well as the mar-
ket for the old shares was stimulated by the increase in bourse
report and lombard loans. The money market banks found it
possible to sell substantial amounts of new shares in the capital
market for the first time since stabilization. New issues of
shares amounted to 898 million reichsmarks in 1926, 1,368
million in 1927, and 1,321 million reichsmarks in 1928.*

The Reichsbank, in an effort to decrease foreign short-term
funds in the Berlin market, lowered its discount rate on Jan-
uary I, 1927. For five weeks there was a noticeable falling off
of foreign loans, but the stock market boom in Germany con-
tinued. Foreign speculators, tempted by the high profit in the
stock market, began to send funds into Germany in increasing
amounts. The stock exchange index number of the Reichs

41 Die Reichsbank, op. cit., p. 86.
42 Reichs Kredit Gesellschaft, German Economic Development, first half
of 1929, p. 24.
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Kredit Gesellschaft, computed with January 2, 1925 as the
base of 100, shows the following development from January
through June 1927:*

January (monthly average)  140.1
13

February 156.6
March “ 153.0
April “ 166.7
May 3 178.1
May 9 166.0
May 13 130.1 (Black Friday)
May 31 130.7
June (monthly average) 1387

The Reichsbank watched this speculative trend of the stock
market with concern. Although foreign funds were responsible
for bolstering the bourse, German banks were becoming
heavily involved in stock market loans and were depending
upon the Reichsbank for rediscount credits and lombard loans.
The gold and foreign exchange held by the Reichsbank de-
creased from 2,255.8 million reichsmarks on January 31, 1927
to 2,020.8 million on April 30, while, during the same period,
its domestic bill credits increased from 1,415 million reichs-
marks to 2,067.5 million.** An increase of the discount rate
was considered inadvisable because it would aggravate the very
difficulty which was partially responsible for the situation—the
increase of foreign funds. On the 11th of May 1927, therefore,
the president of the Reichsbank called in the members of the
Berlin Bankers Association (Stempelvereinigung) and an-
nounced to them that, in the future, the proportion of discount
credit that they could expect from the Reichsbank would depend
upon the relationship of their own liquid reserves (cash and
Giro deposits) to their total liabilities. The Reichsbank specified
no objective for cash liquidity but indicated in no uncertain
terms that the average liquidity of 2.8% of the six Berlin Great
Banks on April 30, 1927 was far too low. Further, the Reichs-

43 Reichs Kredit Gesellschaft, German Economic Development, second half

of 1027, p. 21.
44 Ibid., p. 18.
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bank warned them that if these measures did not lead to an
improved general situation it would once more resort to credit
restriction as a means of control.** On the morning of May
13, the Association issued the following proclamation: *‘ The
members of the Berlin Association of Banks and Bankers have
agreed among themselves to reduce, gradually but radically,
their report and lombard loans and all other loans secured by
shares. They will accordingly reduce their bourse report and
forward exchange business by 25% by the middle of June and
will further limit their loans for the following month. Their
customer loans against securities will in the same manner be
reduced. Cooperation with this decision of the Association is
expected from other money lenders.” *® This  surprising ”
proclamation (surprising to the market) produced the famous
Black Friday which will long be remembered in Germany’s
stock exchange history. Speculators were caught, report money
jumped to 25% per month, stock prices dropped from their
index number of 166.0 in a single day to 139.1 and by the
end of the month to 130.7. The action of the Reichsbank as
a control measure, we shall discuss in more detail in a later
chapter. It should be pointed out here, however, that the
Reichsbank had demanded from the banks only greater liquid-
ity. It was the Stempelvereinigung that took collective
action in deciding to reduce bourse report and lombard loans
of the money market banks. The banks, of course, could not
become more liquid without selling some of their investments;
that that sale fell more heavily upon stock market loans was
probably due to the fact that it was in these loans that the banks
were greatly over-extended. One other immediate result of the
banks’ efforts to put their affairs in a more liquid position was
their rapid repayment of foreign short-term loans. Although
the stock market remained depressed and pessimistic to the
end of the year, German business continued to expand.

45 Die Reichsbank, op. cit., pp. 67 and 200-209.
46 Ibid., p. 68.
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Although the period from the middle of 1926 to the end of
1028 is looked upon as one of industrial advance, certain basic
factors in the German economy were unsound. These were
(1) the depressed condition of agriculture, (2) the strain on
the capital market, and (3) the trade balance. These problems
were never lost sight of by the Reichsbank and it was con-
stantly occupied in devising means to improve the foundations
of the economic system as well as to control the flow of funds
in the money market.

There is an old saying in Germany that “ when the farmer
has wealth, the whole world is in health.” *" German agricul-
ture had been in a continued state of depression since the
stabilization of the currency. Inflation, to be sure, had wiped
out a large portion of the existing agricultural debt, but the
rentenmark currency had been based partly on a levy on agri-
cultural wealth, which again burdened land with debt. Agri-
culture, together with the rest of the economy, suffered from
the post-inflation scarcity of working capital. Agriculture had
been accustomed to borrow its long-term capital on the basis
of the agricultural mortgage bond issued on pooled mortgages
on land. These bonds bore comparatively low rates of interest
but were widely purchased by German investors because of
their safety. The lack of a capital market deprived agriculture
of this type of finance, and the type of bond was unknown to
foreign investors and therefore not attractive. The cobperative
banks had formerly supplied working capital, but their own
funds were almost wiped out by the inflation and they were
helpless in the early years to relieve the situation. Capital could
only be secured in the short-term capital markets at high rates
of interest and short-term borrowing for agricultural finance
is always particularly disastrous. The Reichsbank could do
little to supply needed funds to agriculture until some organ-
ization had been brought into the money market. In the years

47“ Hat der Bauer Geld, hat's die ganse Welt.”
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1926 to 1928, however, it set itself seriously to the task of
improving the credit position of the farmer.

In 1926, the Reichsbank declared itself ready to finance the
harvest by granting the rediscount privilege to six-month
agricultural bills. Loans were granted to farmers by the co-
Operative banks on the basis of harvest estimates; these agri-
cultural bills were then rediscounted with the Preussenkasse.
The Reichsbank arranged with the Preussenkasse to rediscount
these bills up to any amount that was necessary, but it was
actually called upon to take over only a small number.*® Also,
in the same year, the Reichshank used the Gold Discount Bank
for the improvement of both short-term and long-term agri-
cultural finance. The Gold Discount Bank granted lombard
credits to the codperative banks to the amount of eighty-five
million reichsmarks to permit them to broaden their agri-
cultural loans. Also, it was during this year that the three-
cornered transactions between the Rentenbankkreditanstalt,
the Gold Discount Bank, and the Reichsbank took place. Seven
percent promissory notes were issued by the Rentenbank-
kreditanstalt and sold to the Gold Discount Bank (100 mil-
lion reichsmarks) and granted the rediscount privilege by the
Reichshank. The proceeds of this loan were used by the Ren-
tenbankkreditanstalt in long-term loans to agriculture.

By the end of 1928, the grain harvest, through improved
methods and fertilization, had increased the total yield of
bread grain from about nine million tons in 1926 to twelve and
one-half million in 1928 (average for 19II to 1913 was thir-
teen and four-fifths million tons).** The general situation of
the farmer was thus improved, although he felt the effects of
higher prices for consumption goods which increased the spread
between the prices that he must pay for commodities and those
received for his crop. The credit position was relieved through

48 Reichshank Annual Report, 1026.

49 Reichs Kredit Gesellschaft, German Economic Development, second half
of 1928, p. 6. The 1911-1013 average is based upon the present territory of
the Reich in order to give comparable statistics.
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the increase in domestic capital accumulation and the improved
rediscount facilities for agricultural paper provided by the
Reichsbank. The activities of the Reichsbank in the general
capital market had broadened the sale of agricultural mortgage
bonds in spite of the fact that the tension in German capital
markets remained unchecked.

The problem of the provision of long-term capital for the
German economy was submerged in the first two years after
stabilization in the immediate task of reconstruction and re-
building. The most pressing need was then for working capital
to start the whole of industry moving again. The demands of
an economy for long-term funds are a sign of growth which
could only appear in Germany after the main task of re-
organization had been accomplished. By 1927, industry was
ready for expansion and the long-term capital demands multi-
plied more rapidly than the domestic capital supply. The fact
that the average minimum yield on German bonds increased
from 6.83% in January 1927 to 8.23% in December 1928,
is a measure of the peculiar scarcity of long-term capital. It is,
of course, no part of the task of the central bank to provide
an industrial system with long-term capital. Its primary pur-
pose is to provide for the short-term credit needs of the com-
mercial banking system in order to keep the flow of goods in
relation to the flow of money. There is no hard-and-fast line,
however, that can be drawn between the capital market and the
money market — the rates in the one affect the rates in the
other; any sharp strain in the capital market—especially in so
far as it leads to increased borrowing in foreign markets—is
bound to react upon the currency itself.

The Reichshank had at its command only limited means to
aid in the rebuilding of the capital market. It consistently pur-
chased mortgage bonds in the open market for the permanent
investment of its pension fund. Through the Gold Discount
Bank purchases of long-term securities it further broadened

50 Reichs Kredit Gesellschaft, German Economic Development, second half
of 1028, p. 25.
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the market. The lombard privilege was extended to more and
more securities and the time limit on lombard loans and on
stock exchange collateral of less than 50,000 reichsmarks was
increased by the end of 1928 to its legal maximum of three
months. The Reichsbank aided in the formation of a bank
consortium to underwrite Reich loans so that (as required by
law) these bonds could be opened to the lombard privilege.
But the central problem of control over the demand and supply
of long-term capital remained out of reach of the Reichshank.
The capital demand was deeply rooted in the post-war struc-
ture of the German economy. The demand was unnecessarily
intensified through issues of public loans, a large portion of
which could not be considered legitimate ”, since they were
for the purpose of balancing budgets over-loaded with non-
productive expenditures. In spite of this, essential industrial
growth created demands that far outran the supply. It must
be remembered that a large portion of the domestic savings
of Germany was absorbed each year in reparations payments
(2.5 billion reichsmarks in 1928). Or, to put it more accur-
ately, high taxes to pay reparations interfered with free saving.
The German economy was, therefore, increasingly dependent
upon foreign borrowing to sustain a normal rate of growth
and could be expected to remain dependent for many years
to come.

The Reichshank, in its position as the central bank, was the
source of supply of the foreign exchange essential for interest
and service charges on foreign loans. The stability of the
currency depended upon its ability to meet foreign exchange
demands easily and promptly. Its own gold and foreign ex-
change policy was dependent upon the flow of foreign funds,
while, as was pointed out in Chapter IV, its discount rate was
to a large extent “unfree” on this account. Nevertheless, it
was the deeper significance of foreign borrowing to the Ger-
man economy that disturbed the Reichsbank. It was deeply
concerned by the fact that Germany's trade balance remained
obstinately unfavorable and that, in the last analysis, all for-
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eign borrowing that could not be paid for out of a surplus of
exports over imports had to be considered undesirable. In
the five years 1924 through 1928 Germany’s trade balance
had been favorable only once, and that by only nineteen million
reichsmarks in 1926. In 1924, imports exceeded exports by
171 million reichsmarks; in 1925, by 240 million; in 1927,
by 285 million; and in 1928, by 155 million reichsmarks.®
It is not our purpose here to go into an extensive analysis of
the foreign trade of Germany. The problem has been widely
discussed in the last few years and everyone is more or less
familiar with Germany’s contention that only through the
wider sale of her goods abroad can she acquire a sufficient
amount of foreign exchange to pay her existing debts. It is
sufficient to point out, once more, that foreign borrowing and
foreign trade go hand-in-hand and that, in the pre-war econ-
omy, the arguments justifying extensive foreign loans rested
upon the assumption that the flow of trade would be unham-
pered by impeding restrictions. The consequences of heavy
borrowing and lending operations carried on in the face of
increasing trade restrictions are now well understood. They
were understood by the Reichsbank, and never lost sight of
from 1925 to the present time. There is no annual report pub-
lished that does not contain the constant warning, and by
1928 there is a helpless note in its statement, “ Once more in
the past year the reparation payments have been made, not out
of economic surpluses but out of borrowed money, and the
problem becomes increasingly grave to what extent the present
rate of incurring debt can be maintained and how long the
German economy can go on supporting credit terms which
have become, during the year, more and more unfavorable to
the borrower. . . . The more urgent and more important
point is whether this foreign indebtedness is calculated now
and in the future to help produce export surpluses sufficient,

51 Reichs-Kredit-Gesellschaft, German Economic Dewvelopment, first half
of 1929, p. 15. These figures exclude the deliveries in kind on reparations
aocount.
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not merely to enable Germany to meet the interest on what she
has borrowed (the total required annually is estimated to be
already in the neighborhood of 1 billion reichsmarks), but, in
addition, to pay the annuities under the Experts’ Plan.” **
That credit terms had become more and more unfavorable
was the result of Germany’s own capital needs for expansion
and growth. Domestic savings were inadequate to meet the
demand. Foreign borrowings were depended upon to supply
the deficiency, but foreign loans could only be repaid out of
an export surplus. Foreign markets were increasingly difficult
to secure because of trade barriers everywhere in the world.
A vicious circle! Germany had made long strides toward re-
building her shattered post-war economy in the past five years.
Although some further internal progress could be made, it was
becoming increasingly obvious that the basic difficulties were
international in character and were both political and economic.
The way out for Germany could no longer be through com-
promise; it could come through world recognition of the neces-
sity for international cooperation, made practically operative
on the basis of working agreements, or it could come through
abandonment of all hope of international economic harmony.

52 Annual Report of the Reichsbank, 1928, pp. 3 and 6.



CHAPTER VI

THE REICHSBANK AND GERMANY’S
ECONOMIC DEVELOPMENT

1929-1983

THE standstill in German business, apparent in the year
1928, developed into depression in 1929 which continued
practically unabated to the end of the period under discussion.
Germany’s economic history—together with that of the rest
of the world—is, therefore, for the next five years, one of de-
creasing production, increasing unemployment, business fail-
ures and lowered standards of living. The dependence of the
German economy on foreign markets and foreign loans made
her peculiarly sensitive to world economic conditions, and
gradually produced the feeling that control over her internal
economic situation rested, not in her own hands, but in the
decisions of foreign governments. The linked questions of
trade, transfer, reparations, and foreign loans, which had to
be solved if the German nation was to maintain itself, were
unfortunately all international political problems. And the
diplomatic conference table is admittedly incapable of meeting
squarely the hard impact of economic fact. Under pressure of
world depression, the thin veneer of international harmony
crumbled. In Germany, in bold relief, one sees the effects of
international political compromises lagging by at least three
years behind economic necessity. The hope for foreign under-
standing with which Germany entered into the Young Con-
ference in Paris in 1929 had, by 1933, shifted to a complete
withdrawal from international political entanglements and the
frank avowal of the belief that “through our own efforts
only will come national salvation.” Between these two dates
lies the history of collapsing world confidence, a collapse which
pressed with excessive severity on the German nation because
its reconstruction in the previous five years had been based upon

200
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foreign support. The continued good will of foreign nations
as evidenced both by continued economic support and by politi-
cal concessions was vital to the further development of the
German nation as a free democracy.

DEepPrESSION AND PorITicAL TENSION

The June 1928 report of the Agent General for Reparations,
Mr. S. Parker Gilbert, called the attention of foreign govern-
ments to the uncertainties existing under the Dawes Plan and
stated that, in his opinion, the general situation in Germany
would be improved if final action were taken to fix the full
amount of reparations payments and to relieve Germany of
the burden of foreign control and foreign occupation of the
Rhineland, which were leading to intense political unrest. He
pointed out that future progress in Germany depended upon
the solution of the problem of the trade balance and the de-
velopment of long-term capital investments for productive
ends. There was undoubtedly in this report the implied argu-
ment that Germany’s affairs could no longer be considered from
the domestic angle alone, but that currency stabilization and
further internal strength depended upon foreign action in re-
gard to the basic problems that were disturbing the German
economy. In accordance with the recommendations of Mr.
Gilbert, the Young Conference was convened in Paris in the
spring of 1929.

It soon became apparent that the spirit of cooperation which
had dominated the Dawes Conference five years previously
could not be relied upon a second time. The economic issues
at stake in 1924 were more frankly expressed than in 1929.
Then, Germany was no potential competitor in foreign mar-
kets—she was completely crushed; then, it was evident that,
unless she were permitted a breathing space in which to re-
build her economic structure and provided with funds to carry
out the process of reconstruction, she would be unable to pay
reparations. In 1924, foreign nations were faced with the
political necessity of collecting reparations and the economic
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necessity of assisting Germany to get back on her own feet;
in solution, the two problems became one — out of the latter
would come the former.

In 1929 the issues were not so simple. Germany had demon-
strated to the world her marvelous recuperative capacity. She
had become an actual competitor in foreign markets and had
geared her whole economy to the development of the export
industries so that at any moment she could take advantage of
new opportunities. Moreover, the reparations question was
linked with the further expansion of Germany’s export trade
so that the economic issue became, frankly, one of more trade
concessions plus reparations, or no reparations and no mar-
kets. The purely economic situation was even more compli-
cated, however, by the presence in Germany of large amounts
of long and short-term foreign funds. The creditor nations—
particularly the United States—had an interest in maintaining
the credit stability of the German nation in order to protect
their own investments; these were endangered by the size of
the reparation burden and the increasing nationalistic stum-
bling-blocks to world trade in the form of tariffs, quotas, and
the like. In spite of their firm stand on currency stability for
Germany, the creditor nations were unwilling to make either
reparation or trade concessions. In case of bargaining pressure,
however, they were more willing to make sacrifices in regard
to the size of reparation annuities than to guarantee tariff re-,
duction.

Germany, on the other hand, had a very clear economic
case. Reparations had been paid in the past very largely out
of foreign loans. To continue to borrow in order to pay was
possible only if she could foresee a guaranteed improvement
in her trade balance. Politically, however, the maintenance of
international prestige was important to Germany. National
pride had received a severe blow in the loss of the war and
the humiliating terms of the Treaty of Versailles. The ques-
tion of war guilt—the theory upon which the peace treaty
was based—was being violently attacked by parties in oppo-
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sition to the government in power. The presence of French
troops in the Rhineland was a source of irritation which daily
disturbed internal and external harmony. Germany was ready
to sacrifice economic considerations in order to gain recog-
nition from the world of her national sovereignty.

The result of this interplay of political and economic mo-
tives of world states was the Young Plan—one of the most
disastrous compromises of the post-war world. The confer-
ence was marked from first to last by a spirit of bickering
and distrust. Open bargaining was the only method through
which anything could be accomplished and, time and again,
the conference was on the verge of collapse. In Germany,
this produced a state of nervousness and nationalism—typical
economic and political reactions to the uncertainties of inter-
nationalism whose foundations seemed to be built upon the
sand. German business had been at a standstill for the preceding
eight or ten months; under the impetus of the Young Con-
ference stagnation turned unmistakably into depression. Ger-
many was too vulnerable to withstand any disturbance in the
flow of foreign funds.

Early in 1929, the gold and foreign exchange position of
the Reichsbank was strong enough to permit of a reduction
in discount rate from 7% to 6% %. During the months of
February and March, however, there was a notable diminution
in the flow of money to Germany, due to the counter attrac-
tion of the high interest rates in the New York stock market;
and there was an attraction even for German funds in New
York. Suddenly, in April, there began a rapid withdrawal of
foreign short-term money from Germany which reduced the
gold and foreign exchange coverage from 64.4% in January
1929, to 50.9% on April 25. The Reichsbank increased its
discount rate to 7% % but the withdrawals continued and, by
the end of the first week in May, the note coverage had
reached the dangerous point of 41%. The Reichsbhank was
forced to re-introduce the policy of credit restriction in order

1 Reichsbank Annual Report, 1929.
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to protect the stability of the currency, but credit restriction,
in a period of business decline, together with the general feel~
ing of uncertainty, worked immediate hardship on productive
activity and precipitated the depression.

It is difficult to account for the sudden withdrawals of for-
eign funds from Germany during the critical stages of the
reparations negotiations in Paris. Dr. Schacht, the president
of the Reichsbank, and the head of the German delegation at
Paris, has blamed the “attack ” on the German currency on
the French politicians, who were evidently acting upon the as-
sumption that the mere threat of monetary instability in Ger-
many would be sufficient to bring the German delegates to
terms. After mentioning the fact of the withdrawals during
the early stages of the conference, and the increased tempo
throughout April, which led to the increase of the discount
rate on April 25, Dr. Schacht continues, *“ The previous day
something occurred in Paris which was without precedent in
the modern international history of currency. In clear con-
nection with a meeting of the Transfer Committee which was
held in Paris on April 25, 1929, with the Agent General for
Reparations in the chair, reports were sent to the press (not
by the Agent General) which were consciously and deliberately
intended to, and did, provoke violent attacks upon the German
currency in a series of Paris newspapers, and led to an attempt
to discredit the policy of the Reichsbank. Simultaneously, the
big banks of Berlin received from various French financial
institutions letters, couched in almost identical terms and re-
ferring unmistakably to the Paris negotiations, announcing a
curtailment of the credits which had been put at Germany’s
disposal. This was followed by such a heavy withdrawal of
foreign exchange that on May 7, 1929, the coverage in gold
and exchange had, at 41%, almost reached the legal minimum,
and the Reichsbank, seeing that the increase in the discount
rate had been ineffective, had to resort to a restriction of
credit.” *

2 Schacht, The End of Reparations, op. cit., p. 89.
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Dr. Schacht, in the above statement and in the temper of
the whole book, is unnecessarily vituperative, partly because
he was personally disgruntled at the lack of support given to
him by his own government during the Paris conference,
partly because of the attacks in the German and foreign press
on the policy of the Reichsbank for which he was personally
responsible, and partly because the book was written as a
means of self-justification after his resignation from the presi-
dency of the Reichsbank in March 1930. Nevertheless, there
is enough truth and accuracy in his frank accusation to give
one pause. No doubt, maturing foreign obligations in Germany
caused the first withdrawals of foreign exchange. These with-
drawals were not covered, as they had been in the past, by
fresh credits from abroad because of the greater attraction of
the American short-term money market. No doubt, the pro-
longed negotiations at Paris, with recurring crises which made
it seem doubtful from day to day that the Powers could reach
a working agreement, weakened confidence of investors in
German stability and caused cumulative withdrawals of short-
term funds. However, the withdrawals during the first week
of May 1929 seem actually to have had their origin in the
Paris market, a fact that was unfortunate (if not actually
vicious) for the hope of renewed international harmony. It
seems naive to suppose that these withdrawals could not have
been prevented by the French government which was even then
acting as host to the Young Commission, a commission made
up of outstanding financial and political representatives of
Germany’s creditors. Dr. Schacht was voicing the opinion of
a large number of the German people when he placed the blame
for the 1929 run on the German currency on the “ French
politicians and bankers.” He was wholly correct in his conclu-
sion, if, perhaps, not completely just in placing the whole
blame on French political tactics, when he says, “This French
attack, during the Paris Conference of Experts, upon the
German currency was the seed of that ever-growing lack of
confidence which today hangs heavy over the entire economic
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world.” ® The Paris conference was the beginning of the col-
lapse of world confidence which, in Germany, worked quickly
toward cumulative disaster.

From May 1929 to the final run upon the banking system
in the summer of 1931, one sees in Germany a curious inter-
play of political and economic factors, so that it becomes im-
possible to separate the two forces in order to determine a cause
and effect relationship. Particularly is this true in any analysis
of Reichsbank policy, for Reichshank policy itself became en-
tangled in the internal political dissension. The president of
the Reichsbank, Dr. Schacht, headed the German delegation at
the Young Conference in Paris. He was also the governmental
representative to the succeeding Hague Conference in August
1929, and a member of the organizing board of the Bank for
International Settlements. Although he refused to represent
the German government at the second Hague Conference called
in December 1929, he was present at the Hague and became
more and more irritated at what he called the “ insane " policy
of the German delegates who, in “ wanton ” disregard of the
economic factors involved, placed all of their emphasis on
political concessions. This dissension culminated in the resig-
nation of Dr. Schacht as president of the Reichsbank in
March 1930—a position which he had held continuously since
1923—and in the taking over of the presidency by Dr. Hans
Luther.

Signs of a political rift within Germany appeared during
the Young Conference. The difficulty was rooted in the
uncertain state of public finances, which made the German
government willing to sacrifice a long-run gain for immediate
benefit, and in the pressure brought to bear upon the German
delegates to give first consideration at all times to the securing
of national independence from all foreign interference. As
was pointed out in the last chapter, the Reichsbank’s point of
view had crystallized during the previous five years into a

3 Schacht, The End of Reparations, op. cit., p. ol.



ECONOMIC DEVELOPMENT (Continued) 207

deep-rooted belief that reduced taxes and reduced public spend-
ing were essential to sound economic development, and that
foreign borrowing should be discouraged at all times. This
attitude was unpopular in Germany, particularly with the big
bankers and industrialists who reaped immediate benefit from
large foreign deposits. The Reichsbank expressed a certain
sympathy with the government for its desire to regain national
sovereignty and it, itself, would be benefitted by the withdrawal
of the foreign members on its general council but, while im-
portant, these considerations were for the Reichsbank secon-
dary to the broader economic need of decreased reparations
and increased outlets for German exports. Entangled with
these clear-cut conflicts, however, was the political interplay of
party against party. The Social Democratic Party was falling
more and more into disrepute and a growing nationalistic and
communistic opposition was making itself heard. Political
capital was to be made out of the tangled issues at stake. The
president of the Reichsbank (Dr. Schacht) gradually became
the voice of the nationalistic opposition.

As early as 1927, the Agent General for Reparations had
called attention to the necessity for tax reduction within Ger-
many and for balanced budgets on the basis of radically reduced
expenditures. Time and again, the government had promised
to reorganize its finances, but very little was done. During the
year 1928 tax receipts fell off, and by May 1929 the national
government found itself unable to meet current expenses. The
credit restriction policy inaugurated by the Reichsbank on May
7, 1929 tightened the money market and increased the costs
of borrowing. There were at this time violent attacks in the
German press upon the restriction policy of the Reichsbank
which even went so far as to attack the purity of the Reichs-
bank’s motives. The opposition papers leaped to the defense.*
The government covered its immediate needs by a loan of 120

4 See below pp. 361-365 for a discussion and evaluation of the 1929 credit
restriction policy.
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million reichsmarks from a consortium of Berlin bankers
secured by a pledge of the anticipated proceeds of a proposed
internal loan of 500 million reichsmarks to be floated in June.
The results of this loan were disappointing, to say the least.
The loan failed miserably. The net proceeds were scarcely
sufficient to cover the previous bank loan. Again, the govern-
ment found itself unable to meet its current needs. The Reichs-
bank—the usual support of the government—refused to grant
credit to the government until definite steps were taken to re-
organize the budget. The large Berlin banks, following the lead
of the Reichsbank, were not willing to grant loans and the
domestic money market was incapable of absorbing a large
bond issue. In this emergency, the government decided to re-
sort to foreign borrowing and requested the Reichsbank to
act as its fiscal agent in the negotiations. The Reichsbank re-
fused on the grounds that foreign borrowing for current
expenses was a dangerous hand-to-mouth policy which it would
not encourage. The loan of $50,000,000 at 8% % was floated,
however, through Dillon Reed and Company, in the New York
market and backed by a consortium of Berlin banks. From
this time on the Reichsbank and the government were in a
conflict which became more open and bitter as the international
negotiations proceeded.’

The Young Plan was agreed upon by the Committee of
Experts on June 7, 1929. Agreement was hailed with a sigh
of relief by the entire world, but there was no rejoicing as
there had been when the Dawes Plan was accepted. The Young
Plan was simply considered the best compromise that could be
achieved under the circumstances. And the circumstances were
bad indeed. In Germany, the debate over acceptance was ex-
tremely bitter. Although there was little doubt of -its final
approval, because it relieved Germany from foreign interfer-
ence cordially hated by all political parties, hope of relief from

5 See, in this connection, Schacht, The End of Reparations, op. cit.,
DD. OI-02.
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reparations pressure was finally destroyed. As inner political
developments subsequently showed, the Young Plan actually
strengthened the hands of the two radical parties opposed to
the Social Democratic government, the Communists and the
National Socialists.

It is not necessary to go into the provisions of the Young
Plan in detail. Briefly, it centered about the agreement to re-
turn to Germany complete financial control of her own affairs
and, in order to facilitate transfer and to protect the German
currency, an international bank was to be established by the
central banks of all countries that wanted to participate. The
function of the Bank for International Settlements was to place
transfer upon a sound financial basis and to remove it from
the danger of political entanglements. ““ The proposed plan
continues and completes the work begun by the Dawes Plan,
which the position alike of Germany and of other countries
made it impossible to do more than indicate in outline in 1924.
By the final reduction and fixation of the German debt, by the
establishment of a progressive scale of annuities, and by the
facilities which the new Bank offers for lessening disturbance
in the payment of the annuities, it sets the seal of the inclusion
of the German debt in the list of international settlements. If
it involves appreciable reduction of payments to the creditor
countries on what might have been anticipated under the con-
tinued operation of the Dawes Plan, it at the same time elimi-
nates the uncertainties which were inherent in that Plan, and
were equally inimical to the interest of the Debtor and to the
Creditors, by substituting a definite settlement under which the
Debtor knows the exact extent of his obligations.” ¢ The an-
nuities were to run for fifty-nine years averaging for each of
the first thirty-seven years, 1,088 million reichsmarks. In
the following twenty-two years, the annual average was about
1,600 million reichsmarks; 660 million reichsmarks was to be
an unconditional and non-postponable demand, secured by pro-

6 Report of the Committee of Experts, official text, pp. 47-48.
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ceeds from the German railroads; the remainder was to be
supplied from the budget of the Reich out of special taxes
listed in the Plan. For the first ten years of the operation of
the Plan, deliveries in kind were permitted to make up a por-
tion of the payments, such deliveries to decrease from 750
million reichsmarks in the first year to 300 million in the tenth.
Careful provision was made for postponement of payments
for two years through notification by the German government
to the Bank for International Settlements. Upon such notifi-
cation, the Bank for International Settlements was to appoint
an investigating committee to inquire into the situation and
to advise the creditor governments of the true conditions.

Today, of course, the whole Young Plan seems utter non-
sense. Then, it probably seemed feasible. The basis of the
annuity schedule in the Young Plan was the happy belief that
the world would become increasingly prosperous through time.
Unfortunately, the year 1929 was the beginning of the world
depression, which each year pressed more severely upon all
nations—particularly upon Germany, with the reparations bur-
den becoming heavier as the world price level declined.

The basic problems inherent in the structure of the post-war
German economy became acute in the face of the world busi-
ness depression and were further intensified by the precarious
condition of the public finances and the temperamental flow of
foreign funds as international confidence zig-zagged down-
ward. The lack of balance in the capital market made it impos-
sible to float bond issues sucessfully unless interest rates were
between seven and nine percent, and after September 1930 the
market failed completely to absorb new issues. Increasing busi-
ness failures discouraged the purchase of new stock shares,
and once more German business was forced to finance itself
through short-term loans in the money market. Throughout
1929, the money market failed to show any elasticity; rates
were high because of the increased demand and the failure of
foreign funds to return to Germany. In 1930, the situation in
the money market was eased. Funds began to accumulate in
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the banks as the depression went on and the collapse of the
New York stock market released foreign funds that were
again attracted by the higher German rates. World money
rates declined sharply throughout 1930 and the German rates
followed this downward trend, although always lagging be-
hind the world level.

The Reichsbank rediscount rate, which was decreased from
7% % to 7% in November 1929, was lowered progressively
until, by June 30, 1930, it stood at 4%. Aside from cheapening
the cost of credit as far as possible, the Reichsbhank took no
steps to check the depression. The aggressiveness that it had
shown in previous years was lost because of the conflict be-
tween the government and the Bank. Dr. Schacht has com-
plained that, from the time of the Young Conference until his
resignation in March 1930, the Reich deliberately failed to
keep the Reichsbank in touch with important government
affairs. Nevertheless, the imperative need of the government
for credit gave the Reichsbank a strong bargaining position.
In December 1929, the Finance Minister requested a loan of
350 million reichsmarks to cover the year-end deficit. This the
Reichshank refused to grant, unless the Reichstag would pass
a law providing for repayment during the next budget year in
equal monthly installments—_funds for repayment to be secured
through increased taxes or decreased expenditures. Such a law
was passed by the Reichstag, but the controversy led to the
resignation of the Mueller cabinet in March 1930.7 The new
cabinet took a more determined position in regard to the re-
duction of public expenditures and there was some indication
of improvement during 1930.

The motives of the Reichsbank in this action were probably
a mixture of political antipathy toward the existing govern-
ment, which had been accumulating for months, and the eco-
nomic desire to check the undoubtedly dangerous position of the
government finances. The results were also complicated by po-

7 Schacht, The End of Reparations, op. cit., pp. 154-156.
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litical and economic reactions. The enforced restriction in ex-
penditure gained foreign confidence and make it possible for the
Reichsbank to negotiate successfully for the government the
discount of the match monopoly loan of the Swedish Match
Trust in the American market, March 235, 1930.% It also, tem-
porarily, led to an inflow of foreign funds. On the other hand,
the strength of the Social Democratic Party rested largely upon
its liberal program of public spending. The government was
already in disrepute with a growing number of individuals
because of its temporizing policy with foreign governments.
Dislike of the Young Plan and of the Hague agreement of
January 1930, which permitted foreign governments to use
military pressure to force German payment of reparations, in-
tensified the nationalistic sentiment. The cumulative disasters
of the depression—reduced standards of living and increasing
unemployment—Ied to social unrest which was strengthened
by the inability of the government to increase its relief expen-
ditures. The September 1930 elections were a clear indication
of the shift of public opinion in Germany. The National Social-
ist Party polled a total of 6,380,000 votes and gained 110 seats
in the Reichstag. The Communist Party also made substantial
gains. The strength of the Social Democratic Party was con-
sequently so undermined that it could govern only with the
support of opposition parties. The coalition government with
Dr. Bruening at the head was largely an alliance between the
Social Democratic Party and his Catholic Center Party.

The reaction to the September elections was an immediate
withdrawal of large amounts of foreign short-term funds on
deposit in Germany and the flight of domestic capital. From
the middle of September to the middle of October, the Reichs-
bank lost one billion reichsmarks of gold and foreign exchange.
This attack on the banking system was a blow to Germany’s
credit from which she never wholly recovered. Quotations of

8 $50,000,000 backed by Kreuger and Toll debentures and floated in

America by a consortium of American bankers headed by Lee Higginson
and Company.
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German long-term loans began to drop in foreign markets
more rapidly than the general decline in security prices. For-
eign funds did not return to the country in any appreciable
amounts, and by the early part of 1931 there was a slow but
constant loss of short-term funds on deposit.

The Reichshank felt the tension in the world money markets
and in the German money market. There was a constant de-
mand for foreign exchange and an increased turnover in its
own deposits. Savings bank deposits and commercial bank de-
posits, which had been decreasing steadily since 1930, devel-
oped a more rapid downward tendency. It was evident that
the whole national and international credit structure was be-
coming panicky. The two danger signs of the 1929 run and
the 1930 run on the German banking system seem to have
been interpreted correctly by France. She began, in 1929, a
consistent repatriation of her foreign balances which directly
influenced the London, New York and Swiss money markets
and indirectly increased the feeling of unrest in all centers.
The proposed German-Austrian Tariff Union had strained
political feeling to the utmost, when into this surcharged
atmosphere in May 1931 fell the announcement of the collapse
of the Austrian Kreditanstalt—one of the strongest supports
of central European credit life.

THE 1931 Crisis’®

This “ crack ” which appeared in the over-extended inter-
national financial structure broadened until it pulled down the
entire ““ patched facade of international finance.” The collapse
of the confidence upon which the world’s credit had rested,
precariously, since the World War brought even England to an
abandonment of the gold standard in September 1931, but
before that date it had completely paralyzed the credit mechan-
ism of Germany and had destroyed, finally, the last vestige of
hope in an economy based upon internationalism.

9 All figures quoted in this section have been taken from Fierteljahrs-
hefte sur Konjuntur Forschung.
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The failure of the Austrian Kreditanstalt was the signal
for withdrawals of foreign balances from all central European
countries. The movement began slowly at first and then gath-
ered speed, as event followed event with bewildering rapidity.
The intermixture of political, economic, and financial distrust
of the German nation centered the attack on that country. By
the end of the first week in June, the Reichsbank had lost 200
million reichsmarks of gold and foreign exchange. The flight
of domestic capital began after the first week in June in re-
sponse to political fears engendered by the emergency decrees
of the Bruening government announced on June 6, 1931.*
In the following week—June 7 to 15—the Reichsbank lost
610 million reichsmarks in gold and foreign exchange which
decreased these holdings to 1,766 million reichsmarks. On
June 13, the Reichsbank raised its discount rate by 2%—1from
5% to 7%. This unprecedented step only served to heighten
foreign and domestic fears. On June 15, the Reichsbank for
a third time inaugurated a policy of credit restriction although,
at first, the limitations were comparatively mild. On June 16,
however, political tension in Germany reached a dangerous
point and precipitated new and more rapid withdrawals of gold
and foreign exchange. The opposition of the National Social-
ists and of the Communists to the emergency decrees of the
Bruening government led to a demand for a special session
of the Reichstag and of the Budget Committee. Dr. Bruening
opposed these demands and announced that he would resign
if the Reichstag or the Budget Committee were summoned at
this time. The Bruening cabinet won in this contest and for
two days the tempo of withdrawals slowed down. Then, on
June 18, came the announcement of the collapse of the
Nordewolle concern of Bremen—one of the largest textile in-
dustries in Germany and one known to be supported by some

10 These decrees announced reduced payment of all social insurance bene-
fits—old age, unemployment, sickness, etc. Luxury taxes were substantially
increased as were also consumption taxes on bread, beer, and the like.
Reichsgesetsblatt, 1031.
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of the largest banks. In one day, June 18, the Reichsbank
lost 150 million reichsmarks of gold and foreign exchange.
The following day, signs of panic were felt in the Berlin stock
exchange that developed into a complete rout in the next two
days. The gold and foreign exchange position of the Reichs-
bank reached the legal coverage of 40% and drastic credit
restriction was applied. The use of a private discount rate in
the money market was suspended and the Reichsbank began to
concentrate as far as possible all foreign exchange transactions
in its own hands. On Saturday, June 21, the Hoover mora-
torium was announced, which brought an immediate sense of
relief to the entire world. The Reichsbank had up to this time
weathered the storm by prompt payment of gold and foreign
exchange and by the protection of the currency through its
refusal to increase its note circulation. Nevertheless, the gold
and foreign exchange position of the Reichsbank had reached
the danger point of 1,504 million reichsmarks on June 23—
a decrease of 1,072 million reichsmarks in four weeks. The
gold coverage for the notes in circulation (4,105 million reichs-
marks) went below the legal minimum — to 36.6%. Its bill
position had increased in the same period from 1,816 million
reichsmarks to 2,350 million, but the application of credit re-
striction limited the Bank’s ability to continue the financing of
further withdrawals through increased bill credits. On the
strength of the Hoover moratorium, the Reichshank was
granted, on June 25, a loan of $100,000,000 from the Bank
for International Settlements, the Bank of England, the Bank
of France, and the Federal Reserve Bank of New York.

The Hoover suggestion was that all reparations and war
debt payments be suspended for one year. In so far as the
existence of war debts and reparations were at the root of the
crisis, the possibility of renewed confidence through this ges-
ture was enormous. France, however, received the suggestion
with coldness—even hostility—which destroyed the psycholog-
ical effect that might otherwise have been obtained. Although
the signing of the moratorium agreement on June 6 meant
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a real relief to Germany, it failed to stop the immediate crisis.
Foreign withdrawals continued. The gold and foreign ex-
change position of the Reichsbank had been strengthened by
the foreign central bank loan, but by the end of June its hold-
ings were down to 1,721 million reichsmarks. By the end of
the first week in July, the gold coverage was again under 40%.

In the meantime, repercussions began to be felt in Germany
and the crisis — so far purely international — began to show
itself in withdrawals of domestic savings. There was a notice-
able tendency toward the purchase of real value commodities—
always a panic sign on the part of the inflation-wise German
public. The stringency in the money market because of the
Reichsbank’s credit restriction policy was relieved somewhat
by the offer of a 500 million reichsmark support credit by
German industrialists to the Gold Discount Bank. Dr. Luther,
with this credit as backing, flew to London on July 7 in the
hope of getting further international support for the Reichs-
bank. He was unsuccessful in London, Paris and Basle and
returned to Berlin to face the domestic run on the banking
system. In the week of July 7-13, the Reichsbank lost 202
million reichsmarks gold and foreign exchange, and domestic
bank deposits decreased by over 500 million reichsmarks. On
July 12, the rumors of the impending collapse of the
Darmstidter und Nationalbank—one of the largest and most
influential banks in Germany—were verified by the govern-
ment’s announcement that all deposits of the bank would be
guaranteed by the Reich. The announcement failed to check the
panic. The Darmstidter bank failed on July 13; the same
day the stock exchange was closed. On July 14 and 13, all
German banks were closed with the exception of the Reichs-
bank, the Gold Discount Bank, and the private note banks.
On July 15, the Gold Discount Bank placed at the disposal
of the Reichsbank a $50,000,000 foreign credit which it held
in New York.

The banks were reopened for limited business on July 16,
but no payments could be made and no clearings were to be
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handled except through the Reichsbank, the Gold Discount
Bank and the private note banks. The government announced
that it would guarantee all domestic bank deposits, ordered all
holders of foreign exchange of 20,000 reichsmarks and more
to declare their holdings at the Reichsbank and to be ready to
sell all additional foreign exchange on demand at a fixed rate.
It reduced the statutory reserve ratio of the Reichsbank from
40% to 30% and issued emergency decrees restraining the
flight of capital. The Reichshank increased its discount rate to
10% and its lombard rate to 15% and, although still maintain-
ing a policy of credit restriction, restriction was eased some-
what in favor of control through discount rate. By July 20,
the banks were able to make limited payments to Ger-
man customers, the internal fears subsided to some extent and
the government and the Reichsbank began to devise measures
to cope with the many problems of relief and reorganization.
In the meantime, a Seven-Power Conference was called to
meet in London on July 20 to consider the immediate steps
for relief of the German situation.** This committee recom-
mended on July 23: (1) that the central bank credit of
"$100,000,000 granted to the Reichsbank through the Bank for
International Settlements be continued temporarily, (2) that
all short-term credit withdrawals should cease until the situa-
tion could be more thoroughly investigated, and (3) that the
Bank for International Settlements should appoint an investi-
gating committee to “inquire into the immediate further
credit needs of Germany and to study the possibilities of con-
verting a portion of short-term credits into long-term credits.”
The first Basle committee began its work almost immediately
and made its report on August 18. Since the figures gath-
ered by this committee are the first authoritative ones on the

11 The nations represented were: Germany, France, Great Britain, United
States, Italy, Belgium and Japan.
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international credit position of Germany, it seems worth while
to summarize their findings briefly.**

During the seven years 1924 to 1930 inclusive, Germany’s
foreign indebtedness grew faster than her foreign assets by
18.2 billion reichsmarks. With this, plus the three billion
reichsmarks that she received from services to foreigners she
was enabled to:

a) pay interest on her commercial debt amounting

during the seven years t0 .....ooveeinininnnnn.. RM 2.5bil. ,
b) add to her holdings of gold and foreign exchange RM 2.5bil.
€) PAY TePATAtIONS & everenrreennnnereennneesnnns RM 10.3 bil.
d) pay for a surplus of imports over exports (in-

cluding deliveries in kind) .................... RM 6.3 bil.

RM zr1.2 bil.

Her capital position at the end of 1930 in regard to foreign
indebtedness was: **

Total foreign investments in Germany ............ RM 25.5 bil.

Total German investments abroad ................ RM o¢.7 bil.

Net debt to foreigners .....cvveviveenneinnenns RM 15.8 bil.
of which short-term debts ..... RM 10.3 bil.
long-term debts ...... RM 3.5 bil.

¢RM 15.8 bil.

The short-term debts consisted of 47% in foreign trade
acceptance liabilities, 40% in deposits payable in foreign cur-
rencies, and the remainder in reichsmark balances of foreign
creditors. The short-term credits were used by the banks as
working capital and “therefore could not be readily with-

12 Report of the committee (known as the Wiggin Committee) appointed
on the recommendation of the London Conference, 1931, official English text,

13 The estimate of the first Basle committee (the Wiggin report) was
changed later by the second Basle committee, see below, p. 230. The
figure here of net debt to foreigners of 15.8 billion reichsmarks allows for
pre-war foreign investments still held by German citizens abroad. It differs,
therefore, from the 18.2 billion reichsmarks which represent only the
1024-1030 position.
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drawn without grave danger to the financial structure.” The
following table shows the results of the 1931 withdrawals on
the short-term debt of Germany (excluding the central bank
loans obtained by the Reichsbank during the summer crisis
which amounted to about 630 million reichsmarks).

Tape XXXI. Suorr-TERM DEBT OF GERMANY 2
December 31, 1930 and July 31, 1931

December 31,1930 July 31,1931
In billions of Rm.
Public authorities .........cvvenin.n. 11 08
Banks
a) current accounts and accept-
ance liabilities .............. 7.0 51
b) other liabilities ............. 0.2 ’
Other short-term liabilities ......... 2.0 15
Total ...oiiiiiiiiii i, 10.3 74

2 Estimate of the first Basle committee. Later changed by the second
Basle committee. See below, p. 230.

In addition to the withdrawal of 2.9 billion reichsmarks of
short-term credits in the seven months of 1931, there was an
additional outflow of capital funds of about 3.5 billion reichs-
marks representing, to some extent, the flight of domestic
capital during the crisis and the sale by foreigners of long-
term investments in Germany. This total outflow of 6.4 billion
reichsmarks was met by the gold and foreign exchange assets
of the Reichsbank to the amount of two billion reichsmarks, by
the foreign assets of the banks to about one billion reichsmarks,
and the remainder from the sale of German assets abroad.

In conclusion, the committee stated: “ We arrive, therefore,
at the definite conclusion that it is necessary in the general
interest as well as in that of Germany:
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1) that the existing volume of Germany’s foreign credits should
be maintained, and

2) that part at all events of the capital which has been withdrawn
should be replaced from foreign sources.*

The committee, however, frowned upon further short-term
credits and in regard to the second conclusion above, realized
that a long-term credit in the face of the world’s situation was
unlikely. The recognition of the political difficulty is contained
in the final paragraph, “ We therefore conclude by urging
most earnestly upon all Governments concerned that they lose
no time in taking the necessary measures for bringing about
such conditions as will allow financial operations to bring to
Germany — and thereby to the world — sorely needed assist-
ance.” ** As is well known, the first recommendation of the
committee was carried out by the first standstill agreement
signed August 19, to run for a period of six months from
September 1, 1931. The second recommendation proved im-
possible of execution, for the political movements in Germany
intensified the distrust of foreign nations and Germany was
left to work out her own salvation without further foreign
assistance.

Although the first standstill agreement performed a real ser-
vice in preventing a renewed run upon the German banking
system, it did not mean that Germany was relieved from the
necessity of finding foreign exchange to meet large foreign
payments. The agreement covered only certain types of private
short-term loans. It excluded all service charges on long-term
loans, loans granted to finance growing crops or goods-in-
process, call money loans, short-term money advanced against
securities (largely report money), money advanced against
mortgages and collateral, forward exchange contracts (which
were paid as they fell due), overdue contracts (which were
to be settled at once), and all claims arising from breach of

14 Wiggin Committee, official text.
15 Ibid.
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contract. It excluded, furthermore, all short-term borrowings
of the public authorities, and all commitments of the J. F.
Schrieder Bank of Bremen and the Bamk fiir Auswirtigen
Handel. Reichsmark balances held by foreigners in German
banks (13% of the short-term debt) were to be paid in foreign
exchange — 25% on the day the agreement was signed, and
15% of the original balance monthly until the entire amount
was liquidated ; the Reichsbank was to hold itself responsible
for these payments that could not be delayed without the
special consent of the Bank for International Settlements.
Monthly interest payments in foreign exchange were also to
be paid on the balances covered by the standstill agreement.
The agreement covered about five billion reichsmarks of short-
term credits in currencies other than reichsmarks, made up of
acceptances, time deposits, cash advances, and other forms of
special credit agreements. These were to be maintained at their
existing level (subject to the agreement of debtors and credi-
tors) and all unused credit lines to German accounts in foreign
countries were to be used to the full. Payments for maturing
acceptances were to be made by the debtor to the Gold Discount
Bank to the account of the creditor. The Gold Discount Bank
was to rediscount bills drawn upon these deposits up to 10%
of the total. The Reichsbank was required to release foreign
exchange for the payment of the creditor’s balances ““as and
when possible.” **

The total foreign indebtedness of Germany, on February 29,
1932 — six months after the first standstill agreement was
signed—Ilong and short-term, is shown in Table XXXII,
together with the distribution of the debt to different creditor
countries.

The terms of the first standstill agreement were, therefore,
not particularly favorable to Germany if one considers her
total indebtedness as well as her internal credit position. Finan-
cial panic, superimposed upon a severe and long-drawn-out

16 First Standstill Agreement, official English text.
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Tapre XXXII. GerMAN FOREIGN INDEBTEDNESS DISTRIBUTED ACCORDING
70 Credrror COUNTRIES, FEBRUARY 29, 19322

Country Short-term Long-term Total
In millions of reichsmarks
United States ...vovevvnennn.. 3,227 5,165 8,392
Netherlands ................. 1,661 1914 3,575
Switzerland ... .ol 1,615 1,146 2,761
Great Britain ................ 1,286 1,129 2,415
France voveeeeeeneranoaronnans 474 482 956
Sweden . oviieiiiiiiiieie 136 167 303
Belgium .....oovviiiiiiiiinn, 119 80 199
Czechoslovakia .............. 157 18 175
Ttaly overininniiiiiiennans 73 74 147
Denmark ....vvviveinnnnnnnn. 51 9 60
Norway ..ovvvvvvriniennnnn, 14 5 19
Other countries® ............. 1,340 281 1,621
Total ooovviviinian.... 10,153 ¢ 10,470 20,623 4

a Wirtschaft und Statistik, Volume XII, 1932, p. 492.

bIncludes investments by the Bank for International Settlements in
Germany, as well as Central Bank loans made under the direction of the
Bank for International Settlements.

¢ Compare this figure with the estimate of the Wiggin Committee of 7.4
billion reichsmarks at the end of July 1931. The second Basle committee
raised the July figure to 12 billion reichsmarks. This total for February
is based on the revised July estimates. See also the League of Nations
estimates made in 1932-33, below Table XXXIII, p. 233.

4 The total foreign indebtedness of Germany was said to be 10 billion
reichsmarks at the end of February 1938. New York Twmes, March 8, 1938.

business depression, had necessitated once more the patient
rebuilding of the entire economic structure—this time without
any hope of foreign assistance, and on the whole, with a cor-
dial dislike and distrust of foreign help. And yet, Germany's
entire economic system was peculiarly intertwined with that
of the rest of the world.
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THE DoMESTIC STRUGGLE AGAINST THE CRISIS

The most immediate problems facing Germany were those
resulting from the loss of domestic confidence in the stability
of the reichsmark and in the banking system. More funda-
mental was the need to readjust the entire economy to the
altered credit position, and to devise ways and means of re-
ducing imports and of increasing exports. In no other way
could Germany hope to acquire enough foreign exchange to
meet her existing debts and to pay for her essential imports.
Other problems equally pressing were connected with the de-
pression, such as decreasing employment, increasing demands
for public relief in the face of dwindling resources, and de-
creasing standards of living; and above and through all prob-
lems rumbled the increasing threat of political chaos.

The two irreconcilable tasks facing the Reichshank after the
bank holiday were (1) to guarantee the stability of the reichs-
mark in order to restore confidence, and (2) to make credit
as easy and as cheap as possible in order to support the bank-
ing system and to prop up industries badly in need of credit.
At the end of July 1931, the Reichsbank had only 1,609.6
million reichsmarks of gold and foreign exchange, of which
630 million were loaned to it by foreign central banks and the
Bank for International Settlements.*” It had notes in circulation
to the amount of 4,453.7 million reichsmarks which gave it a
legal coverage of 36.1%, if it counted its central bank credit
as a part of the legal coverage, but only 21.9% if this was
omitted.*® At the same time, domestic bill credits and credits
to the Reich amounted to 3,521.6 million reichsmarks.?® The
Reichsbank, therefore, was not in a position to finance the
support and reorganization of the banking system without
endangering the confidence of the German people in currency
stability, nor could it (legally) enlarge its bill portfolio to the

17 Untersuchung des Bankwesens, op. cit., Part II, P 454.
18 Ibid.
19 Ibid.
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extent that banking and industry required. The Reichsbank
law set limits to the ability to give quick relief. The financing
of the support credits from the Reich required discount facili-
ties far above the 400 million reichsmarks permitted by law.
Lombard loans of the Reichsbank had been already stretched
to the utmost. In this emergency, the Gold Discount Bank, the
daughter institution of the Reichsbank, became the key insti-
tution in the reorganization plans; new banks were founded
to supply essential credit facilities; and the Reichsbank over-
stepped its legal limitations.

The first essential — as in all crises of confidence — was to
devise means of converting deposits into cash. The two-day
bank holiday was really called to gain time to perfect these
plans. All banks were in need of immediate cash which, in the
last analysis, could be supplied only by the Reichsbank. The
banks had suffered severely during the previous six weeks and
all of their liquid assets were used up. The Darmstidter und
Nationalbank had failed and the other Berlin banks were in
difficulties; the savings banks, particularly, needed support.
Funds for bank support were supplied by the Reich through
treasury bills discounted at the Gold Discount Bank. These
bills were lombardable with the Reichsbank up to 75% of their
face value (1930 change in Reichsbhank law). A new banking
institution, the Akzept bank A. G., was founded on July 21
with a 200 million reichsmark share capital (25% paid in)
supplied by the Reich (eighty million reichsmarks), the Gold
Discount Bank (twenty million), the Deutschenkasse, Bank fiir
Industrie, Deutsche Rentenbankkreditanstalt, Seehandlung and
Dresdner Bank (each twelve million reichsmarks), and the
remainder from the Berlin Great Banks. The special task of
the Akzept bank was to guarantee all credits of the banks—par-
ticularly acceptances and bills. The Reichsbank and the Akzept
bank worked closely together; in fact, except in Berlin, the
Reichsbank branches were used as headquarters for the Akzept
bank. The Reichsbank stood ready to take over bills guaranteed
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by the Akzept bank in any amounts that would become neces-
sary and to issue notes with these bills as security.

On August I, 1931, the Reichsbank abandoned its credit
restriction policy in favor of control through discount rate.
The bank rate was increased to 15% and the lombard rate to
20% but, within these high limits, the Reichsbank agreed to
rediscount all bills presented to it. At the same time, more
rigid limits on foreign exchange transactions were put into
force—all holders of foreign exchange in an amount of 3,000
reichsmarks and over were to declare their holdings at the
Reichsbank and to be ready to sell on demand. By October 1,
the free holding of foreign exchange was decreased to 200
reichsmarks and all new foreign exchange had to be delivered
to the Reichsbank within three days. The credit banks were
permitted to carry on a free business by the 5th of August,
and on the 8th, the savings banks were freed from all limita-
tions. By the 12th of August, the Reichsbank was able to
lower its discount rate to 10% and its lombard rate to 12% ;
by September 2, in the interests of cheaper credit, a further
decrease to 8% and 10% was made. On December 10, these
rates were lowered to 7% and 8% respectively.

The demands made upon these credit institutions up to the
end of 1931 were enormous. The Danat Bank (Darmstidter
und National) which was reopened under government control
in September, required more than 100 million reichsmarks, the
Dresdner Bank an even larger amount. The large land banks
of Rheinprovinz—Diisseldorf—and the North German Bank of
Bremen required not only rediscount credit from the Akzept
bank and the Reichsbank, but also direct support from the
Reich and from the States. Smaller banks also made very heavy
demands. The savings banks, however, were faced with even
greater difficulties, for withdrawals continued until the end of
the year. The Deutsche Girozentrale was able to meet the
withdrawals through August aided by the liberal lombard
policy of the Reichsbank, but by September 1 it had to have
special credits from the Reichsbank, through the Akzept bank,
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of 500 million reichsmarks. The Reich required the States to
help the savings banks, but it, itself, gave in direct relief 150
million reichsmarks to the smaller Giro banks. However, be-
fore the end of the year the Deutsche Girogentrale required a
further support of 500 million reichsmarks. By the beginning
of 1932, the panic withdrawals of savings stopped and during
1932 there was even a slight gain in deposits. The Reich had
granted total support credits of over one billion reichsmarks.
In order to relieve the Reichsbank of a portion of the redis-
count business and to create a discount bank to stand between
the Reichsbank and the money market, the Diskont-Kompagnie
A.G. was organized on December 5, 1931. Fifty percent of
the shares of this bank are owned by the Gold Discount Bank
which makes the Diskontbank a second institution directly con-
trolled by the Reichsbank. The difficulties of the banks in with-
standing the crisis led to plans for complete reorganization of
the banking system which were put into effect in 1932.

As was pointed out in Chapter III, the German banks carry
on a type of credit banking which involves them heavily in the
success or failure of particular industrial concerns. It was, to
some extent, the loss falling upon the Danat Bank, because of
the failure of the Nordwolle textile concern at Bremen, that
forced it to close its doors on July 13, 1931. This bank had a
capitalization of only thirty million reichsmarks, while its com-
mitments to the Nordwolle firm alone were about fifty million
reichsmarks. The Danat Bank also had engaged in considerable
“light-hearted ” credit expansion on the basis of large for-
eign deposits, which placed it in a bad position during the
foreign run upon the German banks; * it is estimated that it
lost 650 million reichsmarks of foreign deposits in the six
weeks prior to its collapse. What was true of the Danat Bank,
was true of all German banks in a greater or lesser degree.
Small capitalization and small reserves, an over-extended credit
position of two and one-half to three and one-half times the

20 London Economist, July 18, 1931. The Danat Bank had over one billion
reichsmarks foreign deposits on June 1, 1031.
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pre-war volume, supported by large foreign short-term de-
posits, the ill-considered but often unavoidable policy of bor-
rowing short-term and lending long-term, and portfolios
heavily tied up in the stocks of industrial concerns all worked
together to freeze bank assets and to make credit banks vulner-
able to attack. The money market practice of interbank buying
of acceptances meant, moreover, that all banks were affected
seriously by the distress or failure of a few.

The bank reorganization was carried out by the Reich and
the Reichsbank in February 1932. Special balance sheets de-
manded by the Reichsbank prior to reorganization revealed
the full extent of the capital losses. Not only were the banks
heavily in debt to the Reich and to the Reichsbank, but all re-
serves, hidden and open, had been completely wiped out. The
basis of the reorganization plan involved the writing down of
frozen assets as a capital loss and the broadening of bank
capitalization through the sale of new shares to the Reich, the
Reichsbank, the Gold Discount Bank and, to a small extent,
the public. The Reichsbank purchased shares out of its profits
for 1931. It increased the capitalization of the Gold Discount
Bank by 200 million reichsmarks to enable the Gold Discount
Bank to purchase bank shares. The Reich purchased shares,
loaned money to the banks and donated funds outright. Fur-
thermore, new reserves were to be built up through direct con-
tributions to the banks from the Reich, these loans to be re-
paid out of future bank profits. Capital and reserve were to
bear some proportion to the total amount of business carried
on by the banks.® As a result of the “purification”” of the
banking system, the Danat Bank was merged with the Dresdner
Bank, making this latter the largest banking institution in Ger-
many, and owned 9o% by the government. The total cost to
the Reich of the bank reorganization was given by Finance
Minister Dietrich to the budget committee on May 2, 1932 as
follows:

21 Annual Report of the Reichsbank, 1931,
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Cost of purchasing shares ..................... RM 338,500,000
Loans to banks (to be repaid) ........ ......... RM 307,200,000
Advances regarded as lost ...........oiiial.. RM 185,000,000
GUATANEEES  tveveeveervan v neennenacennnonneens RM 285,000,000

Foreign credit advanced to Danat Bank and guar-
anteed by the Reich when that bank was
merged with the Dresdner Bank ............ RM 400,000,000

Total oot e e RM 1,515,700,000

The effect of the 1932 bank reorganization on the German
banking system has been referred to in Chapter III. The con-
trol position of the Reichsbank was so strengthened that from
this time on it progressed by logical stages to that dominance
over the economic life of the nation that it holds today under
the National Socialist regime. The whole credit mechanism
of the country was geared to the Reichsbank. It became—as
it had been in the brief period in 1924 before foreign funds
began to hamper its activities—the sole credit source of the
nation. The normal credit paper of a prosperous economy—
the trade bill and the bank acceptance—decreased in importance
as depression continued and government treasury bills began to
take their place. New credit institutions to handle government
finance were organized in 1932 and 1933 to make liquid and
legally rediscountable types of credit paper that originated from
programs of government spending.®® The Reichsbank partici-
pated directly or indirectly in the organization and control of
these new institutions.

One sees in the latter part of 1931 and in the early months
of 1932 the laying of the first steps toward a controlled
economy in Germany. In fact, in June 1931 the Bruening
government began to issue ““ emergency ” decrees and, during

22 Since 1033 the activities of the National Socialist government have been
financed largely through these same institutions. The annual excess of ex-
penditure over receipts is acquired through the issuing of three-month bills
which are widely held throughout the banking system, are discountable at
these support institutions and rediscountable at the Reichsbank. No accurate
figure is available as to the amount of these bills now in existence. A rough
estimate is probably fifty to sixty billion reichsmarks as of December 31,

1937.
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the trying days of the crisis, governmental orders of a radical
nature were issued by President von Hindenburg and the
cabinet. Control of a crisis that never stopped was the
reason for progressive centralization of authority. Control,
once begun under threat of financial and economic chaos, leads
inevitably to more control in modern integrated credit societies.
That the German nation was threatened with complete collapse
after the summer crisis there can be no doubt. Its recovery
after the inflation period was based upon foreign funds; its
banking system, money market, industrial life and standard of
living depended upon the continued flow of those funds and
the progressive development of foreign markets. Suddenly,
the nation was faced with the necessity of reorganizing its
economic life upon a self-contained basis if it was to exist at all.

Nationalism was thrust upon Germany in the economic
sphere before it was ardently embraced as a political doctrine.
The transformation of the German nation from one dependent
upon foreign political and economic developments to one emo-
tionally integrated, economically controlled and loudly self-
assertive was complete one year and eight months after the
crisis of July 1931. The transformation centered about the
determined non-compromising attitude of the German govern-
ment toward foreign political and economic demands, which
became apparent for the first time in November 1931, about
the aggressive attack upon the economic problems of depres-
sion as a national problem capable of solution, and about
the radical shift in government from the Social Democratic
Party to the decisive National Socialists under the emotional
leadership of Herr Hitler.

GERMANY'S WITHDRAWAL FROM FOREIGN CONTACTS

On November 19, 1931, the German government notified
the Bank for International Settlements that under Article 119
of the Young Plan she would be unable to make any further
transfers on reparations account. This action had been pre-
dicted as early as October 1930, after the loss of gold and
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foreign exchange incident to the September 1930 elections,
but had been avoided at that time largely because the interests
of the government and of the Reichsbank demanded the con-
ciliation of foreign opinion. The gold and foreign exchange
position of the Reichsbank in November 1931 was certainly
weaker than it had been a year before, but on the other hand,
the Bank was hedged about with the protection of the Hoover
moratorium and the standstill agreement. The abandonment
of the gold standard by England in September 1931 made it
doubtful that Germany could maintain her own currency sta-
bility but lightened the transfer burden materially through the
devaluation of gold currencies. Indirectly, and a more delayed
reaction, was the fear of the effect of increased trade compe-
tition in foreign markets and the consequent forced reduction
of imports and exports.

The November declaration was a decisive announcement, to
Germany and to the rest of the world, that at all costs Ger-
many would maintain currency stability and would control her
balance of payments in the interests of the domestic economy.
Hitherto, German policy had been to wait until the pressure
of world events forced other nations to recognize her plight
and to take steps to alleviate it. Now, she took the reins of
control in her own hands. In accordance with the provisions
of the Young Plan, the Bank for International Settlements
appointed the second Basle committee to inquire into the Ger-
man situation. This committee made a thorough investigation
and reported that Germany would be unable to resume the
payments on account of conditional annuities in July 1932.
Its investigation into the short-term foreign credits of Ger-
many increased the estimate of the first Basle committee by
about 4.5 billion reichsmarks, or to a total of twelve billion
reichsmarks at the end of July 1931, as opposed to the original
estimate of 7.4 billions.*?® Of this, 4.8 billion reichsmarks were
non-banking credits; six billion were covered by the standstill

23 See Table XXXI, p. 210, column 2.
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agreement, and 1.2 billion had been withdrawn by November
20, 1931.** The committee not only declared that Germany
would be unable to continue payments but strongly advised an
international conference to consider the complete rewriting of
the Young Plan. In spite of the opposition of France and the
refusal of the United States to participate, in accordance with
its ostrich-like policy of refusing to link war debts and repara-
tions, a conference of creditor countries was called for January
1932 in Lausanne, Switzerland. Unfortunately, before this
date a diplomatic storm was aroused between France and Ger-
many resulting from a published remark by Dr. Bruening to
the effect that it was obvious that Germany could pay no more
reparations. Because of this, and because both France and
Germany were holding important elections in the spring, the
Lausanne conference was postponed until July 1932.

The American attitude prevented the discussion of the com-
plicated question of war debts at Lausanne. The agreement in
regard to reparations was subject to the approval of the re-
spective governments, which actually was never obtained. To
all intents and purposes, however, the Lausanne agreement was
immediately in force. It abrogated the Young Plan and pro-
vided that all future payments by Germany on reparations
account would be eliminated in return for three billion reichs-
marks in 5% redeemable German government bonds deposited
with the Bank for International Settlements. Such bonds were
to be held by the Bank and not sold until July 9, 1935, after
which date the Bank should undertake to sell the bonds in
various international markets ““as and when possible, in such
amounts as it thinks fit, provided that no issue shall be made
at a rate below 90%.” Bonds not negotiated by July 9, 1947
were to be cancelled. The proceeds from the sale of the bonds
would have been allocated to the creditor governments by
agreement among themselves. Since this agreement was never

24 League of Nations, World Economic Survey, 1931/32, p. 80.
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ratified, the status of reparations payments after Lausanne was
simply that Germany did not pay any reparations.

Further standstill agreements in 1932 and 1933 with her
foreign short-term creditors protected Germany from a repe-
tition of the 1931 fiasco, but also isolated her more completely
from free contact with the world’s money markets. The second
agreement, running from the last of February 1932 to the
last of February 1933, prolonged the first agreement, but was
slightly more favorable to Germany in that it gave to the
Reichsbank more complete control over the payments. At the
time the credit agreement of 1932 was signed, a 10% reduction
in the total amount of credit lines outstanding was made. The
report states that ““the schedule of future repayments is to
depend upon the transfer capacity of the Reichsbank which in
turn must be largely dependent upon the developments in the
German export situation. Instead of a fixed schedule of re-
payments at fixed dates it has seemed best to leave the future
determination of what can be repaid to an advisory committee
representative of the creditors, who will from time to time
consult with the German authorities.” ** Provision was made
for the consolidation of the short-term debt by giving the
creditors the right either to convert their cash advances to
German banks into ten-year 6% notes or to accept investments
in German securities without the right of sale for a period of
five years. Interest rates on the amounts covered by this
standstill agreement were reduced in April and in July 1932.
A special agreement covering 247 million reichsmarks of short-
term debts of the States and municipalities was signed on
April 9, 1932 and renewed in April 1933. The non-political
international indebtedness of Germany was estimated by the
League of Nations report for 1932-33 as follows: 2

25 Report of the Foreign Creditors Standstill Committee, Jan. 23,1032, p. 7.
26 League of Nations, World Economic Survey, 1932-33, p. 267.
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Tase XXXIII. Non-PorrticaL Forer¢N INDEBTEDNESS
July 31, 1931-September 30, 1932

(In billions of reichsmarks)

July 31 Nov. 30 Feb.29 Sept. 30

1931 1931 1932 1932

Short-term debt ............. 13.12 106 10.1 93
(including debt subject to

standstill agreements) .... (6.3) (54) (5.0) (4.3)

Long-term debt .............. 10.7 10.7 105 102

Total ....ovvieiennnn.. 23.8 213 206 19.5

a This figure increases the estimate of the second Basle committee by
1.1 billion reichsmarks. See p. 230.

b Compare with figures in Table XXXII, p. 222.

The indebtedness as of September 30, 1932 was further ana-
lyzed as follows:*"

(In billions of reichsmarks)

Long-term Short-term
Banks ..o 1.234 6.442
Financial companies ............ 669 524
Traders and industrialists ....... 203 1.563
Other creditors .........cooeenn. 8.075 818
Total ..ovvviiine . 10.181 9347

The credit agreement of 1933 prolonged the 1932 agree-
ment until February 28, 1934. A reduction of 5% in the usual
credit lines was made at this time and certain features were
added to smooth the working of the agreement. Provision was
made for the payment by German debtors of fixed percentages
of their short-term foreign debts in reichsmarks at stated inter-
vals. These registered balances are held by the Reichsbhank as
trustee for the creditors. The balances may be used for long-
term investments in Germany, securities, mortgages, and bonds,

27 League of Nations, World Economic Survey, op. cit., 1932-33, p. 267.
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or they may be used for tourist expenditures in Germany.
“ The Reichsbank has been given wide powers to control and
direct the use of this new clause. Its working out . . . may
well point the way to the easiest and safest roads at present
open towards conversion and reduction of standstill indebted-
ness.” ** Interest payments on the total standstill indebtedness
were reduced in the 1933 agreement, although this point was
contested strongly by the creditors; interest for 1933 was to
be 434% for cash credits and 3% % to 4%%% for acceptances
given to banks, and 534 % for cash credits and 5% for accept-
ances given to industrial and commercial firms.*

The improvement in the Reichsbank’s gold and foreign ex-
change position and in the trade balance of Germany that
was hoped for when the first standstill agreements went into
effect did not take place. World trade continued to decline in
the face of currency depreciation and restrictions, tariff in-
creases, quotas, clearing agreements, and the like. Germany
managed an export surplus for the year 1932 of 1,080 million
reichsmarks, as compared with 2,067 million reichsmarks in
1931. Her exports decreased 3,860 million reichsmarks and
had to be offset by even greater import reductions, which in
turn affected adversely domestic production.

The year 1933 was an important one in relation to Ger-
many’s contacts with the rest of the world. The third stand-
still agreement was concluded in February 1933. In March,
the Hitler government came into power in Germany, to the
apprehension of the rest of the world. In June, the World
Economic Conference proved itself a farce and confirmed
nationalism, economic trade barriers, and currency warfare
as the inevitable economic policy of nations. Dr. Luther re-
signed as the president of the Reichsbank in March 1933 and
Dr. Schacht—as the representative of the new government—

28 Report of the Foreign Bank Creditors Standstill Committee, Berlin,
February 17, 1033.

29 By common consent this schedule of interest payments was also applied
to short-term credits not covered by the standstill agreement.



ECONOMIC DEVELOPMENT (Continued) 235

once more assumed control. Dr. Schacht had attacked Reichs-
bank policy bitterly ever since the 1931 crisis. His contention
was that the maintenance on the Reichsbank’s balance sheets
of borrowed money as a part of the Reichsbank reserve against
notes in circulation concealed the true state of affairs from the
German people and from foreign creditors; that the ‘con-
ciliatory 7 attitude of the previous government in the repay-
ment of credits was carried on at the expense of the internal
strength of Germany. Quite consistently, therefore, his first
step on resuming control of the Reichshank was to repay in
full the balance of the $100,000,000 central bank credit
granted to Germany in June 1931, and on the basis of the re-
duced gold and foreign exchange position of the Reichsbank
(274 million reichsmarks on June 30, 1933) to declare a com-
plete moratorium on all transfers of foreign exchange—
whether such payments were covered by standstill agreements
or not.

This transfer moratorium became effective June 30, 1933
and necessitated further meetings and agreements of the Ger-
man creditors. The results of these discussions are summar-
ized in the Report of the Foreign Bank Creditors Standstill
Committee of February 1934 as follows:

a) Fifty percent of the interest due on long-term and middle-
term debts (with the exception of the Dawes and Young loans)
would be transferred as it fell due; the remaining 50% would be
covered by script which was salable to the Gold Discount Bank at
50% of its face value. This agreement lasted only until January
1934 when the amount of interest transferred directly was reduced
to 30% and the script payments increased to 70% but the Gold
Discount Bank agreed to purchase the script at 67% of its face
value instead of the former 50%. This meant a total interest pay-
ment to foreign bond holders of 76.9% of their total claims.

b) The standstill creditors agreed to a postponement of capital
transfers during the life of the 1933 agreement and to a further
reduction of interest payments by 4% effective July 15, 1933.%°

30 Report of the Foreign Bank Creditors Standstill Committee, February
1934.
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The effect of the moratorium on Germany’s international
position was to cause a considerable amount of foreign ill-
feeling, although the reduction of interest payments on long-
term loans was in line with what was happening to long-term
investments everywhere in the world. America herself, through
currency depreciation, had cut the amount of interest payable
on her securities held by foreigners by about 40%. Germany
chose the more direct method of theoretical currency stability
with enforced interest reductions. The moratorium meant, too,
that Germany had entered whole-heartedly into an era of eco-
nomic control in which every phase of the economic life was
made to be consistent with immediate considerations of national
economic welfare. In spite of all of these difficulties, the
credits covered by the standstill agreement were materially re-
duced by February 1934. The provision for payment into
blocked mark accounts had netted 406 million reichsmarks;
102 million reichsmarks were converted by their owners into
long-term investments in Germany and 304 million reichs-
marks had been disposed of through travelers checks, letters
of credit, and the like. The repayments of the standstill credits
up to February 28, 1934 are shown in Table XXXIV.*

The credit agreement of February 1934 continued the 1933
agreement as modified in July 1933. No reduction was made
in available credit lines at this time, which remained at 2.6
billion reichsmarks for 1934; no provision was made for
capital reduction and the lowered interest rates were main-
tained. The provision for repayment in blocked mark accounts
continued in force and it was hoped that a considerable reduc-
tion in capital could be achieved in this manner.

Thus, if one looks back over Germany’s successive steps
toward complete national control over political and private
short and long-term debt payments, one sees with each new
foreign agreement greater energy exhibited on the part of the
government and the Reichsbank in bringing the whole situation

31 Report of the Foreign Bank Creditors Standstill Committee, February,
1934, D. 5.
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Tapre XXXIV. REPAYMENTS OF SHORT-TERM Lo0ANS UNDER THE
STANDSTILL AGREEMENTS 2
July 31, 1931 to February 28, 1934
(In billions of reichsmarks)

Total repay-
Total loans Annual ments after
Date outstanding repayment July 31,1931
End of 1930 (loans similar to
those covered by the stand-
still agreements) .......... 8.00 — —_—
July 81,1031 .oooiiiiii 6.30 — —
Feb.29,1932 ................ 5.00 1.30 1.30
Feb. 28,1933 ................ 385 1.15 245
Feb. 28,1934 ................ 2.60 125 3.70

a These credit agreements have been renewed annually with only slight
modifications. On March 1, 1937 about one billion reichsmarks were still
unpaid.

into their own hands. Comparatively mild German control in
the latter half of 1931, more successful negotiations in Feb-
ruary 1932, cessation of payment on political debts in the sum-
mer of 1932, a credit agreement of February 1933 that con-
solidated the short-term debt and made provision for repay-
ment within Germany, and the centering of all long and short-
term debt payments (with the exception of Dawes and Young
loans) in the Reichsbank by the summer of 1933—these were
unmistakable signs of the transformation that was taking place
in Germany. The problem of the control over foreign funds,
which loomed so large in Reichsbank policy in the first seven
years after stabilization, was solved for it—as far as inflow
was concerned—in the summer of 1931; the repayment of
those funds was, by the end of 1933, rigidly controlled by the
Reichsbank and was furthermore made to serve the purpose
of rebuilding the German economy. The control over the re-
payment of foreign loans became integrated with other control
measures of the government and of the Reichsbhank.
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GERMANY’S PROGRESS ToOwWARD CONTROLLED
EcoNnoMic NATIONALISM

Cut off from foreign funds, Germany was faced with the
problem of readjusting her economic life to her own internal
capital strength. Shrinking savings and bank deposits, public
panic, paralyzed industries, a money and capital market in-
capable of activity, and public finances threatened with collapse
had to be dealt with by the government. Fear of inflation was
allayed by the strong stand taken against currency experiments.

"Dr. Luther announced in a public speech on October 2, 1931
that “ our daily bread depends upon the maintenance of a stable
currency.” The prompt guarantee of all bank deposits by the
government and the reorganization of the banking system
affected bank withdrawals so that by February 1932 savings
began to return to the banks; by September 1932 bank de-
posits showed an increase for the first time since the summer
of 1931. Money market liquidity was attained, to a certain
extent, through the cheap money policy of the Reichsbank
which, in spite of a shrinking gold and foreign exchange re-
serve, increased its discount portfolios and reduced its discount
rate by progressive stages until by June 1932 the rate was
down to 5%. New banking institutions to deal with govern-
ment paper offered opportunity for short-term investment and
gradually the money market began to assume its old function
in the life of the nation. In September 1932, the Bank for
International Settlements renounced its right to interfere with
amendments to Reichsbank law, and, by decree, the discount
rate was permitted to fall below 5% even if the gold and for-
eign exchange position of the Reichsbank did not maintain a
40% coverage for notes in circulation. At the same time, the
Reichsbank (again by governmental decree) was relieved of
the necessity of paying a tax on notes in circulation in excess
of the legal gold and foreign exchange requirement, and the
government returned to the Reichsbank a portion of the tax
that it had paid in 1931. The Reichsbank law of 1924 was
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thus coming to have less significance and the Reichsbank was
gradually assuming the role of a government agent used as an
instrument in shaping and carrying out government policy.
Directly or indirectly, the rediscounting of treasury bills be-
came one of the chief functions of the Bank. The control
which the Reichshank had over foreign exchange became one
of the most effective instruments in centralizing the industrial
and commercial life of the nation under the Reichsbank policy.

Control over foreign exchange led inevitably to control
over exports and imports. By October 1931, all holders of
foreign exchange of 200 reichsmarks and over had to declare
their possessions at the Reichsbank and sell on demand at a
fixed rate. It will be remembered also that at this time all new
foreign exchange coming into the country had to be sold to
the Reichshank within three days. During November 1931, a
series of presidential decrees was issued referring to the ex-
port industries. All exports had to be registered with the Reich
Minister of Economics, who was granted the right to interfere
with delivery. Exporters were required to direct their exports
in such a way as to bring the maximum amount of foreign
exchange into the country. By December 1931, a government
board had been set up to regulate the export industries with
broad powers over price, quality, and quantity. This led to
government allocation of contracts; it led, also, to the suppres-
sion of all exports that depended upon the importation of raw
materials, unless it was clear that Germany would have a net
foreign exchange gain. Imports were also subjected to regu-
lations that began comparatively mildly and increased in
severity as the gold and foreign exchange holdings of the
Reichsbank continued to shrink. Import regulation necessitated
supplying imports to those industries selected by the board
as vital to the welfare of the country; it meant also that cer-
tain industries which had depended upon raw material imports
had to be subsidized by the government until the home market
could supply the essential raw material. This in turn led to
government bounties to stimulate home production. Signs of
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this regulation, which became more complete under the Na-
tional Socialist government, were first felt in December 1931,
when the government assumed wide police powers over the
control of business of all sorts in the interests of the develop-
ment of techniques and of broadening the base of the national
economy.*

The law of December 8, 1931 is a sweeping document show-
ing the extent to which the government was willing to go to
bring the country back to some semblance of business pros-
perity. Speaking of this law, the League of Nations Report on
Economic Conditions says, ““ There was no precedent outside
of Russia for such drastic measures both of control of eco-
nomic life and of sacrifices imposed on a whole people.” **
The law ordered a 10% reduction in the market price of prac-
tically all commodities entering into domestic commerce—steel,
metal goods, building supplies, chemicals, paper, glass, textiles,
foodstuffs, coal and the like. The Reich Minister of Eco-
nomics was given the power to order further reductions or to
grant exemptions as he saw fit. Interest rates on all long-term
loans of the Reich, the States, the municipalities, banks (public
or private), corporations, coOperatives, or individuals were
ordered decreased from 8% to 6% — or, if bearing interest
rates above 8%, they were to be decreased in the proportion
of eight to four. Control over money market interest rates was
placed in the hands of the Reich Commissioner of Banking who
was to act in cooperation with the Bankers Association and the
Reichsbank. Rents were decreased 10%, taxes on building
property were lowered, other taxes were increased, salaries
and wages, public and private, were decreased. Social insur-
ance benefits of all kinds were materially reduced. Supervision
and control over these measures was centered in the Reich
Minister of Economics, whose decision was made final in all
controversies.

32Law of December 8, 1031, Chapter V, Article II; Reichsgesetzblatt,

1931, p. 716.
33 Page 8o.
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Labor creation programs were started in 1932, the most
important of which was the plan whereby a certain proportion
of taxes was remitted to an employer for each new laborer he
hired. The tax bounties were paid in the form of Tax Exemp-
tion Certificates (Steuergutscheine) which became, according
to the Reichsbank, “a credit instrument of many forms ”, but
which served also the function of money in hand-to-hand pay-
ments. The Reichsbank reports that 1.3 billion of these were
issued during 1932.** Moderate government expenditures for
public works, amounting to 687 million reichsmarks in 1932,
reduced unemployment to some extent, although it was not
until 1933 that a large government public works program was
put into effect. The total amount decided upon for public
works at the end of July 1933 amounted to 5,494 million
reichsmarks, but of this amount only 2,834 million reichs-
marks had been actually appropriated by the end of the year.®
A program for housing repairs and improvements whereby the
landlord contributed four-fifths of the cost and the government
one-fifth was started in September 1932, with a government
contribution of fifty million reichsmarks. By the end of 1933,
the contribution of the government totaled 450 million reichs-
marks. In the spring of 1932, Dr. Bruening suggested the
employment of workers in unused factories for the purpose of
producing consumption goods to be traded among themselves.
This proposal was not put into effect, but is interesting in the
light of similar proposals made later in the United States. The
government attack upon domestic depression problems, together
with a slight improvement in other European countries and the
general relief felt at the conclusion of the Lausanne confer-
ence, turned the tide of business depression in Germany so
that the rate of decline in production and prices slowed down
in the beginning of 1932, flattened out for most series in mid-

34 Annual Report of the Reichsbank, 1932.

35 Reichs Kredit Gesellschaft, German Economic Development, last half
of 1033. |

' i
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summer and by the end of the year showed a slight but marked
improvement.

Economic depression reached its low point in Germany in
the year 1932, when a gradual improvement began to show
itself in some indices as early as February, and in others by
August. The following statistics of industrial production and
employment, the labor market and bankruptcies give a fairly
clear picture of business trends.

Tapre XXXV. InpUSTRIAL ProDUCTION AND EMPLOYMENT2

Industrial production
1928 =100

Seasonal trend removed Index of
employment
Total Production Consumption of industrial
Period index goods goods workers b
1929 yearly
average ... 1004 104.0 948 674
1930 . 901 88.7 923 56.2
1931 “ . 736 65.4 85.7 445
1932 “ el 612 50.2 776 35.7
1933 “ cee 69.0 58.5 848 410
1934 January ... 79.1 72.1 896 444
February .. 824 754 93.0 465
March .... 84.2 776 94.1 50.0
April ..... 86.4 80.0 959 53.1
May ...... 89.1 843 96 3 552

a Reichs Kredit Gesellschaft, German Economic Development, first half
of 1934.
b Based on utilization of working hour capacity.

The quarterly production index for 1931, 1932 and 1933
shows the following: *¢

36 Reichs Kredit Gesellschaft, German Economic Development, latter half
of 1034.
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1931 —4th quarter ................ 623
1932 — 1st i 55.7
2nd Y e 57.1
ad ¢ e 535
4th  “ e 609
1933 — 1st e 64.1
2nd Y e 68.0
Ird 709

In the last quarter of the year 1932 there seems to have
been a marked improvement in production which has continued
to the present time. Unemployment reached its highest point—
6,128 000—in February 1932; by the end of June the figure
had decreased to 5,569,000 but by the beginning of 1933 there
was again an increase to slightly more than 6,000,000. This fig-
ure began to decrease in March 1933, and by the end of the year
the number of registered unemployed workers was reduced
to 4,058,000.°" Whether the registered unemployment for the
year 1933 is comparable with that of the previous years is
" extremely doubtful. Racial and sex discrimination of the
National Socialist government probably accounts for a large
part of the decrease in registrations. On the other hand, a de-
termined public works program and unemployment creation
schemes had succeeded in drawing large numbers back to work.
Then, too, the increase in the quasi-military organizations of
the Nazi government absorbed large numbers of unemployed.
There was also artificial increase in employment because of
pressure on employers to hire workers as an act of party
loyalty.

Bankruptcies also declined. The following table shows the
average monthly bankruptcies and receiverships during the
years 1928 to 1933. Although the average for 1932 was com-
paratively high, it was lower than the figure for the previous
three years. Marked improvement was shown in 1933.

The foreign trade of Germany declined steadily after 1928,
although for every year from 1929 through 1933 she had an

37 Ibid.
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Tasre XXXVI. BusiNess DIFFICULTIES 2

Number of
Number of receiverships
bankruptcies and compositions
Year Monthly average
1928 o 665 266
1929 oo 821 407
1930 o oiiiiii e i 945 587
1931 o 1,133 708
1932 Lo s 717 521
1933 1st quarter ................ 494 198
2nd ¢ e 344 136
3ard Y L 268 92

2 Reichs Kredit Gesellschaft, German Economic Development, at the
turn of 1933/34, p. 66.

export surplus. The first five months of 1934 show a very
marked import surplus, due largely to the importation of raw
materials and semi-finished goods. The decline in the value of
Germany’s exports and imports was probably not any greater
than that in the rest of the world. In fact, Germany has shown
a great ingenuity in continuing to export in the face of tariffs,
quotas, decreased world purchasing power—and, in the year
1933, in spite of growing foreign antagonism to the govern-
ment in power. The value of Germany’s foreign trade from
1928 to 1933 is shown in the following table.

Tasre XXXVII. ForeiGN TRADE 2

(Exclusive of gold and silver)

Imports Exports Traports surplus ()

Year (In millions of reichsmarks) Exports surplus (4)
1928 ..ol 14,001 12,276 —1,725
1929 ...l 13,447 13,483 + 36
1930 ..o 10,393 12,036 -+ 137
1) SO 6,727 9,599 42,872
1932 ..o.iiiiiiinnn 4,667 5,739 +1,072
1933 ..ooieiinet 4,203 4871 -+ 668
1934 (5 mo.) ....... 1,925 4871 — 178

a Reichs Kredit Gesellschaft, German Economic Development, first half
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Control over foreign exchange and the operations of the
standstill agreements give Germany certain advantages in for-
eign markets. The numerous possibilities open to exporters to
receive payment give German exporters an artificial advan-
tage. They may be paid in German securities held abroad
which sell at a lower price in foreign markets than in the Ger-
man market, or in blocked marks which sell at a discount in
foreign markets, or in script, which is worth its face value in
Germany but only 67% of its face value in foreign markets.
Exports paid for in any of these ways are known as addi-
tional exports ”; perhaps 50% of the exports of Germany fell
under this category in 1933. This, however, means that from
the point of view of the gold and foreign exchange position
of the Reichsbank, the export surplus does not create a sub-
stantial addition to its actual reserve holdings. This method of
financing exports increases the total export trade and, to some
extent, increases the gold and foreign exchange available to
the Reichsbank. As long as it serves the important function
of keeping markets open that would otherwise be closed, it
is—from Germany’s standpoint—wholly desirable.

The German capital market contracted steadily after 1928.
As early as 1930, the market showed itself incapable of ab-
sorbing new issues, and after the collapse of 1931 it was im-
possible to float any long-term obligations in Germany. The
Reichsbank was powerless to help the capital market because
of the legal restriction on dealing in government, State and
municipal bonds. This was remedied in October 1933 by the
change in the Reichsbank law, but the open market policy of
the Reichsbank had scarcely begun to operate by the end of
the year. In May 1933 the capital and money markets were
put under the control of a government committee headed by
the president of the Reichshank with powers and duties cal-
culated to bring about a revival in long-term investments.
The business revival begun in 1932 had by 1933 affected prices
of securities through the greater hope of business profit. It
was hoped that the needed consolidation of the short-term
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government debt into a long-term internal loan could be carried
out successfully in 1934. As a consequence of the capital mar-
ket rigidity, the money market was made to bear the brunt of
the heavy government expenditures. Although the bill port-
folios of the Reichsbank decreased during 1932 and 1933, this
represented, actually, a shifting of a portion of the rediscount
burden to other government institutions. The Reichsbank re-
mained in complete control of the money market. There was
a change in the composition of the Reichsbank’s bill portfolio—
almost 50% of the total bills on December 31, 1933 were gov-
ernment bills having their origin in work creation schemes.®®
The policy of the Reichsbank continued to be one of “easy
money ” within the limits of price-level stability.

It is no longer possible to speak of currency stability for
Germany if one means by the term a gold currency of a cer-
tain weight and fineness whose purchasing power is kept stable
by the free flow of the monetary metal. By the end of 1933,
the Reichsbank held 395.6 million reichsmarks of gold and
foreign exchange as a cover for 3,645 million reichsmarks of
notes in circulation — or a cover of 10.9%.* Prices, wages,
rents, and profits are government prices fixed by the Reichs-
bank and the controlling boards and are made to serve the
purposes of a planned economy under the direction of a cen-
tral government with absolute authority. The new order is so
completely changed that one can only say that the year 1933
marked the end of the old order and the beginning of the new.

Tue THIRD REICH

The political unrest that was felt in Germany in 1928 and
1929 had, by 1930, assumed startling proportions, as the Sep-
tember 1930 Reichstag elections showed. The events of the
summer of 1931 added fuel to the political flame. The spring
elections of 1932 showed the National Socialist Party as the

38 E. Wildermuth, “ Die Grundlagen der Arbeitsbeschaffung,” Deutsche
Volkswirt, June 15, 1034.

39 Untersuchung des Bankwesens, op. cit., Part 11, p. 454.
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largest single party in Germany, although it was still not
strong enough to represent a majority of the people. The
foundations of the Bruening government were weakened, how-
ever, and in May 1932 Dr. Bruening resigned and Herr von
Papen became Chancellor of the Reich. The Reichstag elec-
tions of June 1932 gave the National Socialist Party 230 seats
as compared with the 110 that they had held since September
1932; this was 37% of the total number of seats.** This cam-
paign was particularly violent — full of actual bloodshed and
murder, which for the simple, stolid and peace-loving German
people was an indication of the depth of passion aroused by
the political issues at stake. The issue was clearly Dictatorship
versus no Dictatorship. Inability to form a working majority
in the new Reichstag following the June 1932 elections led to
the dissolution of the Reichstag and the calling for new elec-
tions on November 6, 1932. The Hitler party lost strength
in this election as did the Social Democratic Party, but there
was a large gain in the strength of the Communist Party.
Again parliamentary rule was deadlocked and the antagonism
of Herr Hitler to Herr von Papen led to the appointment of
General von Schleicher as Chancellor of the Reich.** The von
Schleicher cabinet lasted only until January 28, 1933 when it
was followed by a coalition cabinet headed by Herr Hitler.
New elections were prescribed for March 5, 1933 in which the
National Socialist Party gained 44% of the votes, with 288
seats in the Reichstag—an undoubted majority of seats, if not
of popular vote. As is well known, the Reichstag on March 23,
1933, conferred dictatorial powers on Hitler and adjourned
until April 1, 1937.

It is beyond the scope of this book to do more than to out-
line briefly the political developments which put an end to an
economic system based upon individualism and laissez-faire

40 National Industrial Conference Board, The Situation in Germany at
the Beginning of 1933 (New York, 1033).

41 General von Schleicher was killed during the Nazi “purge” of June
30, 1934.
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and led to one that was controlled and planned by an autocratic
government. It has been apparent that the economic change be-
gan long before the Hitler government came into power and
that the broad outlines of the present economic policies of the
National Socialists were laid by the previous republican gov-
ernments. It is a mistake to confuse the racial, economic, and
nationalistic aspects of the Hitler government, as so many
Americans are wont to do. The actual collapse of world inter-
nationalism began in 1929, while the foundations for that
collapse were laid in the Treaty of Versailles. Germany’s
nationalism today may be more vocal than that of other
countries—it is not more acute on that account.

In looking back over the economic development of Germany
in the ten years from 1924 through 1933, the shift in govern-
ment that has taken place seems incidental and more or less im-
material to the great interplay of social, political and economic
factors of the post-war world. We are witnessing in Germany
one nation’s answer to the breakdown of the old ideas.



PART II
CONTROL POLICIES, 1924 TO 1933






CHAPTER VII

CONTROL OBJECTIVES AND
TECHNIQUES

Ur to this point we have been concerned wholly with an
“analysis of the major factors that condition credit control in
Germany. An understanding of the organization of the bank-
ing system, the banking and business habits and customs
that govern the money market, and the forces playing upon
this organization through general economic development seems
necessarily preliminary to any evaluation of the effectiveness
of central bank control. Having painted in the background of
credit control in Germany, we are now in a position to study
in detail the major control techniques as used by the Reichs-
bank in the years under discussion. The analysis and evaluation
of the technique is always made in the light of the particular
objective or objectives desired by the Reichsbank.

REercuasBANK OBJECTIVES

All central banks have certain minimum social objectives.
These may be merely the obligations laid upon them in the
charters that brought them into being, in which case precise
statement of the objective lies in the Bank Act itself. Here,
however, changing interpretations of the function of the bank
are usually found as new events shape new situations that
require action. These changing interpretations are often con-
fusing, for they give the impression of new objectives when
actually they are simply new methods for attaining the old
ends. A study of any particular central bank requires an under-
standing of the basic objectives, social and economic, that
the bank itself considers ““ desirable” as ends for the nation.
Such a study is actually one of the bank’s own conception of
its role, and can best be determined through the public state-
ments of those individuals entrusted with the practical manage-

251
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ment of its affairs. If, as in Germany, the management of the
bank remains in the same hands for a fairly long period of
time, these objectives, once formulated, tend to remain more
or less constant. They may be refined or sharpened as new situ-
ations develop, but they are not easily abandoned. Central bank
administrators who fail to formulate for themselves definite
social ends find themselves at the mercy of circumstances, and
their administration gives the impression of inefficiency or
failure. A central bank cannot be said to have attained a con-
trol position until its basic objectives have been consciously
formulated. This is one of the first steps in central bank control.

The control techniques developed by central banks are de-
vices to bring about specific results which are “desirable” in
view of the basic social objectives. The effectiveness of control
can only be judged on the basis of the ability (or inability) of
a particular technique to bring about the desired result. Given
the end desired, one may criticize the technique used, its timing,
its force, or its effect upon the total situation. One may inquire
whether any other device would have been likely to have
brought about the desired result more quickly or more com-
pletely. But one may never, legitimately, confuse the technique
with the objective of that technique. Much of the confusion
that exists today in the literature of central banking results
from just such a failure to separate clearly the concepts
involved.

In Germany, the formation of control policies lies in the
hands of the Board of Directors of the Reichsbank. This group
of men has been remarkably stable. The Board members of the
old Reichsbank continued with the Bank through the trying
days of the inflation and remained members of the Board after
the Bank’s reorganization in 1924.* The presidency of the

1“The Board of Directors of the Reichsbank today is the old Board. The
authority of the Board is, with exceptions of a purely formal character, the
same as it formerly was. The policy of the Reichsbank is decided today
wholly through the Board of Directors, as it has been since May 1922—

again with certain exceptions.” Dr. Schacht, testifying before the Banking
Commission, Oct. 21, 1926. Die Reichsbank, op. cit., p. 120.
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Reichsbank changed twice in the ten years under discussion: in
1930 Dr. Luther replaced Dr. Schacht; in 1933 Dr. Schacht
again resumed the office. Of the six members of the Board in
1933 (with the exception of the president), five had been
members continuously for at least eleven years;® one was
newly appointed in 1933. Furthermore, no new additions had
been made to the Board of Directors of the Reichsbank during
the entire period of ten years prior to 1933. As far as the
management of the Bank is concerned, we have, then, a group
of men who worked continuously together in shaping its policy.
The president of the Reichsbank has usually been the mouth-
piece of the Board in declarations of fundamental objectives.?

In one important sense, from 1924 to 1929 the Board of
Directors of the Reichsbank was not a free agent. Control
over the stability of the reichsmark was placed in the hands
of a foreign Note Commissioner who had the right at any
time to force the Reichsbank to take whatever steps he con-
sidered essential to guarantee currency stability. “ Stability ”
was interpreted here to mean stability of the reichsmark in the
foreign markets of the world, not stability of domestic pur-

2 The five members of the Board were Drs. Dreyse, Bernhard, Vocke,
Friedrich, and Schneider.

3 Dr. Schacht, president of the Reichsbank from December 22, 1923 'to
March 135, 1930 and again from April 23, 1933 to the present time, has not
only been the spokesman for the Reichsbank but he has borne, personally,
the brunt of the attacks upon the institution. Any economic institution with
broad policies of social and economic control and with the determination to
enforce its will is bound to run counter to popular belief at times and to be
the subject of violent recrimination. This is particularly true in Germany in
the decade under discussion. The Reichsbank as an institution was unpopular,
Its objectives for the economy frequently collided with vested interests amd
with the hope of immediate profit. Although it is impossible wholly to neglect
the character of the personnel of the Reichsbank and the personal motiva-
tions of the Directors, it is my purpose here to use the statements of Dr.
Schacht and others connected with the institution as expressions and inter-
pretations of Reichsbank policies. In so far as possible attention will be
focused on institutional objectives and techniques, and the criticism will
be carried on on the basis of broad social and economic forces playing upon
the formulation of the objectives and the selection of the techniques.
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chasing power. It seems evident, however, that the Board of
Directors of the Reichsbank was in sympathy with this obliga-
tion. The Note Commissioner and the Directors worked in
entire harmony as long as this provision of the law was in
force, and the maintenance of the stability of the reichsmark
in the foreign markets of the world remained the basic objec-
tive of the Reichsbank even after the Young Plan relieved the
Bank of foreign controls.

Currency stability in terms of the gold parity, then, was the
underlying purpose of the Reichsbank, a purpose that took
precedence over all other considerations. Dr. Schacht has made
this clear time and again.

The Reichsbank must undertake to restrict credit whenever the
supply of gold and foreign exchange falls too low, because the
permanent value of the mark, its maintenance upon a gold parity,
must and will remain the first principle.*

It was the Reichsbank’s goal to re-establish a free gold market
in Germany as soon as possible, a market where gold could be
bought and sold exclusively as the natural relations of supply and
demand dictated. It never made practical use of the Dawes Plan
provision entitling it to suspend payment in gold of its notes, and
when the Young Plan was adopted it cancelled the formal author-
ity to suspend gold payments which still existed.®

Dr. Schacht’s belief in a gold currency rested upon his belief
in its effectiveness in international trade. He testified before
the Bank Investigation Committee of 1926-1929 as follows:

I believe that gold covering provisions are, of course, only
theoretical. But theories in the last analysis serve practical pur-
poses, and I can only say that the system of gold currencies cov-
ered partially by gold and partially by bills of exchange, under the
present world interconnections of trade and production, is the only
one possible. But I am ready to take up any other theory, sight

4 Schacht, The End of Reparations, op. cit., p. 142. Italics are mine.
5 Ibid., p. 143.
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unseen, (unbeschen) that is adopted by America and England.
(Applause)®

In response to a question as to the value of a gold currency
for domestic purposes, he replied:

For domestic trade I believe that the Chartal theory has a certain
meaning. I believe that in a closed economy it would be possible
through legislative measures to control the means of payment.”

While this latter statement is interesting in view of the develop-
ments in Germany since 1933, the former statement is more
representative of the basic theoretical attitude of Dr. Schacht
during the period from 1924 to 1930, and it seems also to have
been held by Dr. Luther during his presidency of the Reichs-
bank from 1930 to 1933.

Although the Reichsbank was committed to the policy of
holding the reichsmark stable in the foreign markets of the
world, both by the obligations of the 1924 Bank Act and by
its own inclination, it was not willing to interpret stability only
in terms of the foreign exchanges. The maintenance of stability
of the domestic price level was a second objective of the Bank
and one that seems to have been almost as important as the
stability of the exchanges.

The history of the Reichsbank after the war is an excellent, an
almost complete picture of the multitudinous and difficult problems
of money and currency policy. Foremost among them is the search
for a stable standard of currency, i. e., for a standard of value

6 Die Reichsbank, op. cit., p. 155.

7 Ibid, The Chartal theory has its origin in Knapp's State Theory of
Money, which attained a wide popularity in Germany. Although there are
many variations of Chartalism, the belief common to all is that “ Money
is a creature of the State. To the sovereign national power money normally
owes its being,—its having value, and its par circulation.” It believes also
that “the national mometary system must be unified and so constructed
as to carry out what the State intends.” Howard S. Ellis, German Monectary
Theory (Cambridge, Mass., 1934), pp. 37 and 38. The entire second chapter
of this book should be read for a complete discussion of Chartalism.
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which will constitute an invariable measure for the value of all
other goods.®

That stability of the domestic price level was thought of
primarily as a stable relationship between German prices and
world prices is brought out in the last sentence of the following
quotation:

Any heavy increase in the currency circulation, even with full
gold cover, is bound prejudicially to affect the development of
prices; and experience shows that any rise in prices, even if due
to quite natural causes arising in connection with the supply of
commodities or from the conditions of production, is neverthe-
less regarded by wide circles of the population as a symptom of
inflation. The cover percentage cannot and should not, therefore,
be taken by the Reichsbank as the sole criterion of its policy. . . .
The currency circulation of a country must be kept at all times
in a proper proportion to the extent of the country’s economic
activity. . . .The test for the volume in circulation is the develop-
ment of the general level of prices, in comparison more particularly
with the development in other gold currency countries.?

Nevertheless the desire to maintain internal stability of the
price level was an objective of the Reichsbank as early as 1924.
The annual report for that year contains the statement that
“ the quotation of the mark on foreign markets and the rising
domestic price level was observed with concern because of in-
flationary tendencies and danger to the stability of the
mark.” *° It frequently happens, of course, that the maintenance
of stability of a currency in terms of the foreign exchanges and
stability of the domestic price level are incompatible. The cen-
tral bank, then, must choose between the two, unless it is clever
enough to devise techniques to attain both ends. The Reichs-
bank showed itself both ingenious and firm in its disinclination
to give up these two objectives, but stability of the exchanges
always took priority over stability of the domestic price level.

8 Schacht, The End of Reparations, op. cit., p. 131.
9 Annual Report of the Reichsbank, 1927, pp. 6-7.
10 Page 3.
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A third objective of the Reichsbank was to direct domestic
and foreign capital to “ productive” ends. It is difficult to
determine the Reichsbank’s interpretation of the word pro-
ductive. It is a debatable question as to what constitutes a
productive use of capital. For the Reichsbank, the word seems
to have had different meanings at different times and to have
been used differently for domestic capital and for foreign capi-
tal. In the case of foreign loans, productivity seems to have
meant to the Reichshank at times the ability of the borrower
to meet interest and amortization charges out of the profits
of the industry, and at other times the ability of the foreign
loan to further the well-being of the total economy through
an increase of exports over and above those necessary to
service the loan and/or a decrease of imports. One finds, for
instance, the following statements which seem to give the word
the first meaning:

In view of the lack of capital in Germany, the necessity for
recourse to foreign borrowing is self-evident; and, in so far as
production can be satisfactorily increased with the help of foreign
loans, there is no objection to be made. In the case of private enter-
prise, it may be assumed that this condition is usually fulfilled since
private undertakings are obliged to make accurate estimates of the
possibilities of profit. There are, of course, objections to be urged
against private no less than public loans, where it is a case of
excessive or unprofitable borrowing, having regard to the possibil-
ity of future changes in the conditions governing prices and
production.**

The criterion here expressed seems to be profitability with due
regard to the probable future course of business. Later, Dr.
Schacht again stated this same idea:

The Reichsbank had to see that foreign capital was brought in
only for such productive purposes as would assure payment of the
interest and amortization charges.*?

11 [bid., 1927, p. 6.
12 Schacht, The End of Reparations, op. cit., pp. 148-149.
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In the bank investigation of 1926-1929, however, statements
were made by Dr. Schacht and others which seem to use the
word in the latter sense. It seems clear, too, that as far as the
activities of the Advisory Bureau for Foreign Loans (Ber-
atungstelle) were concerned, the definition of productivity
changed from that expressed in the first instance to one directly
concerned with the trade balance. Since the Reichsbank was
responsible for the establishment of the Bureau and partici-
pated in its control throughout the years of its existence, the
Bureau’s interpretation of productivity may be looked upon as
instigated by or at least concurred in by the Reichshank. Al-
though in 1924, when the Bureau was first established, produc-
tivity was identified with profitability, in 1926 the following
definition was issued:

The word essentially means that the loan must directly or in-
directly serve the total welfare of the Reich, be it through an
increase in exports or a decrease of imports. The issue is not to be
decided upon the basis of local interests.*®

And again, in answer to the following question put to him by
a member of the committee, Dr. Norden (a member of the
Beratungstelle) answered decidedly, “ Yes”:

If T understand you correctly you include under the word “ pro-
ductive ” not merely domestic productivity but the whole transfer
process? 1*

It seems fairly clear, then, that by 1926 the “ guidance of for-
eign capital into productive uses” meant for the Reichsbank
the encouragement of those loans that led to an increase in
exports and/or a decrease of imports. This, of course, leaves
a wide margin of interpretation in the actual use of control
techniques. In a country such as Germany—and particularly
the Germany of the post-inflation period—it would be fairly
easy to prove that any loan would indirectly lead to a favorable

13 Die Reichsbank, op. cit., p. 97.
14 Ibid., p. 183.
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trade balance. As we study the Reichsbank’s use of control
techniques in the following chapters, we shall try to find
further guides to this phase of its credit policy.

If the Reichsbank seems to have been not wholly explicit
and consistent in its use of the word productivity as applied to
foreign loans, it was even less so when attempting to define a
productive use of domestic capital. I have been able to find no
explicit statement as to what a “ productive ” use of domestic
capital meant to the Reichsbank. Indirectly, however, through
a study of the actual steps taken by the Bank in particular situ-
ations, some light may be thrown upon its interpretation of the
word. It must be remembered that in the years immediately
following the inflation Germany was starved for working
capital. The small resources available had to be carefully shep-
herded if they were to serve the broadest possible interests of
the whole economy. ‘ Productivity ”, in 1924 and 1925, cer-
tainly meant non-luxurious expenditure and non-speculative
expenditure. This interpretation held during the first period
of credit restriction, and the frequent warnings of the Reichs-
bank in later years as to the essential poverty of Germany
would lead one to the conclusion that productive uses of capital
still meant an economical use of raw material.

A fourth objective of the Reichsbank was the maintenance
of stability of money market interest rates. In the rebuilding
years of the German economy, 1924-1926, this took the form
of devising means to rebuild the money market itself, particu-
larly the private discount market. After 1926, the Reichsbank
endeavored to regain the pre-war rate relationships on the
money market.”® One finds many definite statements of this
objective in the annual reports of the Reichsbank, and also in
the statements of Dr. Schacht.?®

A fifth objective of the” Reichsbank was to provide cheap
money for legitimate trade, industry, and agriculture. To a cer-

15 See above, pp. 152-155.
16 See Chapter V.
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tain extent, this interest was combined with the desire to lower
and stabilize money market rates of interest.

The first efforts of the Bank were still of necessity directed to
supporting the tendency (which was beginning to make headway in
the market) towards continued reduction of the interest level, and
to facilitating the increasing supply of capital so as to stimulate as
much as possible the activities of agriculture, industry, and trade.?

However, the Reichsbank frequently took steps independent of
the money market to provide credit facilities for agriculture,
trade, and industry.

These five standards were the major guides to Reichshank
policy in the years from 1924 to 1933. One can, however, dis-
cover other objectives that were either closely related to the
ones mentioned above, or were outgrowths of them. The
Reichsbank was, for instance, interested in improving treasury
finance and the character of expenditure. Scattered public
funds, high taxes, and luxurious public expenditure interfered
with the major objectives of the Reichsbank in many ways.
Scattered public funds made the task of rebuilding the money
market more difficult and made it harder to direct capital to
“productive " uses; high taxes took away needed capital from
“legitimate "’ trade, and at the same time encouraged careless
and even luxurious spending. Luxurious expenditure, such as
the building of municipal baths and swimming pools, was
frowned upon because it was not a “‘ productive ”’ use of do-
mestic capital and, if it was carried on directly or indirectly
with foreign funds, it certainly did not lead to an increase in
the trade balance.

A uniform administration of all these funds [public funds] in
the interests of the public remains nevertheless a necessity; un-
fortunately this necessity is not always appreciated as yet. . . . Only
a central money market is in a position to distribute its funds to all
parts of the Reich. The Reichshank has increased the possibilities

17 Anwnual Report of the Reichsbank, 1926, p. 4.
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in this direction by the introduction of its telegraphic clearing
system. Thanks to this system . . . the administration of public
money is, so to speak, rationalized, and the excessive formation
of reserves and the scattering of resources is prevented. . . .
Germany is not rich enough to allow herself the unprofitable em-
ployment of capital s

Speaking of the “ mistaken financial policies ” of the govern-
ments in power after 1924, Dr. Schacht says:

The more strongly the leaders of a central bank feel their re-
sponsibility for the currency and credit problems which are funda-
mental to all economic progress, the more emphatically will they
insist upon economy and simplicity. . . . There was no excuse
for the national government, the provinces, or the municipalities to
borrow money abroad to make up their budgetary or treasury
deficits. . . . When will the German people be strong enough to
finance its enterprises out of its own economies? 1?

The Reichsbank was concerned throughout the entire ten
years in improving banking standards. It was instrumental in
putting into effect the improved monthly balance sheets and
required, for its own use, additional and confidential data from
the reporting banks. Its 1927 annual report contains the fol-
lowing statement :

Negotiations between the Reichsbank and the banks and giro
institutions regarding the improvement and extension of the publi-
cation of interim balance sheets resulted in the following arrange-
ments at the beginning of 1928. The bi-monthly balance sheets are
in principle to be replaced by monthly balance sheets, and the time
limit for publication will be reduced. The wording and arrange-
ment of the balance sheets has been improved in various ways and
rendered more precise. The new form is such as to be uniformly
applicable to private credit banks, public banks, girozentralen, and

18 Annual Report of the Reichsbank, 1927, pp. 5-6. The last sentence of
this quotation also illustrates the allusions made frequently by the Reichs-
bank to the poverty of Germany.

19 Schacht, The End of Reparations, op. cit., pp. 152-157.
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mortgage banks. An agreement has also been come to, under which
additional data will be furnished regularly to the Reichsbank in
explanation of the balance sheet figures.?®

In 1928, the Reichsbank again cooperated with the banks in
putting in a uniform system of checks which materially simpli-
fied the clearing process. In addition to these formal improve-
ments, however, the Reichsbank was even more concerned with
the question of the liquidity of bank assets. Dr. Schacht testi-
fied before the Bank Investigation Committee as follows:

I believe that the principle of liquidity must be maintained under
all circumstances. This is just as important for the private banks
as for the Reichsbank. I do not believe that the mere desire for the
higher profit of the current account business is an acceptable bank-
ing standard.?

That the Reichsbank did not hesitate to enforce its standards
of liquidity on the banks is shown by its action in May 1927
when stock speculation was disturbing the money market and
interfering with the basic objectives of the Reichsbank. Al-
though one might hold that prevention of stock speculation was
itself an objective of the Bank, the control of speculation was,
in this instance (the only time the problem presented itself in
the ten years studied), put on the basis of liquidity.** In gen-
eral, in the post-inflation period, the whole question of bank
liquidity was related to the Reichsbank’s attitude toward for-
eign loans; or perhaps, more correctly, one of the objections of
the Reichsbank to foreign short-term funds was the danger
to the banking system of building loans and investments on the
basis of foreign short-term loans.

Very soon after stabilization, the problem of the liquidity of the
German banks was again pressing, but from a different point of
view than formerly. Ever since 1924, the incoming stream of for-
eign loans, especially in so far as they were of a short-term nature,

20 Page 0.
21 Die Reichsbank, op. cit., D. 141.
22 See above, p. 192.
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had an increasing influence on the liquidity of the banks and,
through the banks, on the Reichsbank. From the year 1924 on, the
Reichsbank incessantly took its stand in opposition to this flood of
foreign short-term money.?

Not only did Dr. Schacht address the Central Association of
German Bankers on this subject as early as December 1924,
but he also continued to warn them of the danger. In March
1927, he made a speech to the Government in which he pointed
out that in case foreign short-term loans were suddenly with-
drawn, there would be no way of meeting the withdrawal ex-

cept by reliance upon the Reichsbank. Among other things
he said:

. . . there is only one single liquid reserve in Germany, the note
press of the Reichsbank. . . . We must by all means return to the
pre-war situation where liquidity was not guaranteed only by the
note press of the Reichsbank but was served also by the liquid
reserves of the banks, which reserves were not dependent solely
upon the central note bank to make them liquid.>*

The post-war liquidity of the German banks has already been
discussed.”® To improve this situation was undoubtedly one
of the Reichshank’s objectives.

To study this list of consciously formulated objectives is
to become impressed with the magnitude of the task that the
Reichsbank set itself to accomplish. It conceived of its role as
one which placed it at the center of the entire economy, aid-
ing and furthering those ends that it considered socially de-
sirable and hindering those that in any way threatened
“ healthy economic growth.” In short, it desired to:

1) Maintain currency stability in terms of the foreign exchanges,
2) Maintain the stability of the domestic price level,

23 Reichsbank Director Nordhoff, “ The Measures Taken by the Reichs~
bank to Improve Publicity, Liquidity, and Solvency of the Banks,” Unter-
suchung des Bankwesens, op. cit., Part I, Vol. 11, p. 254.

24 [bid., p. 255.

25 Chapter III, pp. 79-83.



264 CONTROL POLICIES OF THE REICHSBANK

3) Direct domestic and foreign capital to “ productive ” ends,

4) Maintain the stability of the money market,

5) Provide cheap money for “legitimate ” trade, industry, and
agriculture,

6) Improve treasury finance and the character of public ex-
penditure, and

7) Improve banking standards.

It is no doubt true that the condition of the German economy,
and of the banking system in particular, provided, in 1924, the
stimulus to the assumption by the Bank of broadly-conceived
control objectives. However, if one remembers that the years
1924 and 1925, when these objectives were formulated by the
Reichsbank, were years when central bank theory was com-
paratively young, one is conscious of the fact that the Reichs-
bank was blazing a new trail in central bank control. It had,
at the time, no world experience to guide it nor to suggest to
it what the function of a central bank in a paralyzed national
economy should be. It simply took upon itself those obligations
that it considered essential for the well-being of Germany.
Whatever success or failure the Reichsbank had in the actual
attainment of its goals, it was courageous in its formulation
of basic policies and consistent in its efforts to carry them out.
These policies were not always acceptable to the German people.
Dr. Schacht says in this connection:

About these purposes of the Reichsbank, a bitter battle has been
fought before the German people for years. The Reichsbank was
charged with overstepping its prerogatives and concerning itself
with matters which were political and outside of its sphere. Noth-
ing could be more mistaken. It may be that in a country where the
money and capital conditions are normal, a central bank should
confine itself in the main to manipulating the discount rate in the
usual manner, adapting it to the normal periodic fluctuations of
business. It was thus before the war when the business of the world
moved in channels which had been formed gradually and organi-
cally in the course of decades. But the war and the mad peace terms
reshaped conditions from the ground up in the defeated countries,.
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and in the victorious lands caused such structural economic changes
that there too one may detect the effort of the central banks to
affect the course of the money economy with other means than by
the usual changes in the discount rate. . . . I was constantly ac-
cused of hampering the economic reconstruction of Germany by
holding foreign capitalat arm’s length, and of impairing Germany’s
credit standing abroad.?¢

Opposition at home was only one of the obstacles in the way
of success. Impoverishment of the economic system, smaller
territorial resources, foreigners with capital only too willing
to lend because of the hope of profit from the higher German
interest rates, a heavy reparations burden—these, and other
factors which we have already discussed, were the setting in
which the Reichsbank had to work. Furthermore, as Dr.
Schacht replied to an American banker who sought to impress
him with the importance of his bank by citing tremendous fig-
ures, “ It seems to me no feat to carry on a banking business
with such amounts of money. Come over to Germany and show
us how to run a bank without money.” %

REicrESBANK CONTROL TECHNIQUES

Whether the directors of a central bank believe in quanti-
tative or qualitative control techniques is probably dependent
on their acceptance or rejection of the quantity theory of
money in one form or another. The quantitative approach to
monetary theory has not permeated the continent of Europe
to the same extent that it has England and the United States.
Probably, too, the willingness of a central bank to assume re-
sponsibility for achieving broad social objectives which seem
to be outside of quantitative control is also related to the more
basic social and economic convictions of the administrators of
the Bank law. Individualism and laissez-faire are native to
the English soil and were never whole-heartedly welcomed in
Germany.

26 Schacht, The End of Reparations, op. cit., pp. 149-150.
27 Ibid., p. 134.
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Dr. Schacht was no ardent believer in the quantity theory
of money, although he accepted its broad implications. Testi-
fying before the bank inquiry, he said:

I should like to remark that gazing fixedly and with fascination
(faszinierie Hinstarren) solely upon the quantity of money in cir-
culation will not provide one with the main index for discount
policy. I support the doctrine of the quantity theory in no way.
However, the quantity theory cannot be summarily dismissed.
It must be observed, but its corrective lies in the velocity of cir-
culation of money and this applies not only to paper and metal
money but much more to Giro money. If Giro money grows, paper
and metal money can be decreased and vice versa. It is evident
that money in circulation has meaning only in so far as it in-
fluences price levels. There is no question (to put the matter simply
for clarity) that a note circulation of twenty billion reichsmarks
will lead to a price increase while one of two billion will lead to a
price decrease. One must watch whether the means of payment
changes in correspondence with normal and natural production and
trade or whether it increases or decreases in response to speculative
turnover or speculative investment of productive capital.?®

One finds in the above statement a repetition of the idea men-
tioned above—that “normal and natural” production and
trade must be the guide to Reichsbank policy and that “ specu-
lative turnover and speculative investment of productive capi-
tal ” must be considered undesirable. The reason for this lies
in the concept of the velocity of circulation of money. An in-
crease in the velocity of circulation of money which bears no
relationship to the increase of production and consumption of
goods leads to an undesirable increase in price levels that
should be checked by the central bank, if possible. One further
quotation from the testimony of Dr. Schacht may make even
more clear his attitude toward the ““ art” of central bank con-
trol. He continued:

28 Die Reichsbank, op. cit., pp. 146-147. The quantity of cash in circula-
tion in Germany is usually between five and six billion reichsmarks.
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The art of Reichsbank policy rests not in the employment of
fixed arithmetical or geometrical indices nor in quantity relation-
ships. If this were the secret of discount policy one would be
required to call to the guidance of the Reichsbank a professor of
mathematics. (Professor Norden—*“An adding machine would
be much better.” Applause.) According to our belief, policy rests
much more on the fact that one cannot deal with natural relation-
ships too simply, but that their control must be well timed in order
that favorable economic tendencies can be furthered and unfavor-
able ones checked. The fixing of a discount rate in a free market
is itself, in a certain measure, influenced by the development of
the total economic situation.2®

From these statements it is clear that the president of the
Reichsbank was interested, primarily, in the objectives to be
attained and that he was willing to use whatever means could
be devised to carry out the purpose of the bank—as envisaged
by him. It is clear, too, that Dr. Schacht had a realistic concep-
tion of central banking problems and possibilities. He was not
prejudiced in favor of any one means of control, and seemed
to see his task as an “art” rather than a ““ science . Because
of the complexity of a *total economic situation” and the
diversity of the factors playing upon a national economy,
central bank control must be willing to be creative and flexible
if it is to attain its ends. He saw the advantages and the limita-
tions of purely quantitative control devices. Since he conceived
of his task as the qualitative guidance of the whole national
economic system, it follows that qualitative methods would
also be employed whenever necessary.

The control techniques used by the Reichsbank in the ten
years under discussion were discount rate, lowering of the buy-
ing price for gold, credit restriction, bargaining, warnings
(with or without the threat of more drastic action), and pub-
licity. In addition to these, the Reichsbank engaged in a wide
variety of activities which it is difficult to classify but which

29 Ivid., p. 147.
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were certainly undertaken with a view to achieving, in whole or
in part, one or more of the basic social objectives listed above.

The traditional tools of central bank control have been the
discount rate and open market operations. Open market
operations, in America, may refer either to purchases or sales
of bank acceptances in the open market or to purchases or sales
of government short-term obligations and government bonds.
As a matter of practice, purchases and sales of bank accept-
ances play little or no part in Federal Reserve open market
activities. In Germany, the purchase and sale of bank accept-
ances is a part of the regular business of the Bank and, because
of the charter provisions requiring the Reichsbank to keep
two-thirds of its bill portfolio in bills bearing three signatures,
the larger proportion of its bills must come as rediscounts from
other banks. The purchase and sale of bank acceptances is,
therefore, included under the discount business of the Bank.
The purchase and sale of government bonds was denied to the
Reichsbank as a control device because of the definite limita-
tions placed upon such transactions in the 1924 charter. The
Reichsbank was not permitted to purchase government bonds
on its own account; it could purchase a limited amount for the
investment of its pension funds, but this was an amount so
small as to be practically negligible. Also, it will be remem-
bered, the Reichsbank lombard privilege was denied to govern-
ment bonds unless they were to mature in one year. The 1924
charter also prohibited the purchase of Reich short-term treas-
ury bills by the Reichsbank. In 1926, the charter was amended
to permit the rediscount of 400 million reichsmarks of such
bills, but no use was made of this privilege by the Reich until
1928. At any rate, the total amount of short-term treasury
bills permitted was so small in relation to the total amount of
money outstanding that the purchase and sale of such bills
could scarcely be said to offer opportunities for quantitative
pressure on the money market. Of the traditional tools, then,
the Reichsbank had omly the discount rate to depend upon.
Since the function of an open market policy is to bolster up
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discount policy (or vice versa), the Reichsbanks’s discount
rate as a technique of control was deprived of one of its major
props. This fact must not be lost sight of in any evaluation of
the Reichsbank’s use of its discount policy. We are so accus-
tomed to think of discount policy plus open market operations
as a control technique that it is easy to fall into the error of mis-
Jjudging the Reichsbank’s use of discount policy alone.

The control technique frequently employed by the Bank of
England — decrease of the buying price of gold — was also
open to the Reichsbank. The Reichsbank was required by law
to convert her gold into reichsmarks at the rate of RM 2,784
per kilogram of fine gold. It had, however, the right to pur-
chase gold at less than the legal price if it seemed desirable for
it to do so. The Reichsbank occasionally took advantage of
this means of control. Credit restriction, or credit rationing,
was the most drastic tool of control used by the Reichsbank
and probably the most effective. Its merits and demerits have
aroused endless discussion in Germany. We shall analyze the
Reichsbank’s use of this technique in a later chapter. It is
desirable to point out here that the mere existence of the tool
of credit restriction as a possible control device was sufficient
in later years to give greater weight to the Reichshank’s warn-
ings and moral suasions.

In many ways, a study of the “other activities” of the
Reichsbank during the years 1924 to 1933 proves very en-
lightening to one interested in the place of a central bank in
an economic system. These were not so much tools of control
as they were ingenious interferences in the economic life of
the nation at strategic points in order to bring about desired
results. They are indicative of the seriousness with which the
Reichsbank approached its task, of the resourcefulness of the
Bank, and of its willingness to go to any lengths to achieve
its purposes.



CHAPTER VIII

THE DISCOUNT POLICY
1924-1933

TuE discount policy of a central bank lies at the center of
any discussion of control techniques. Prior to the war the dis-
count rate, backed up by open market operations, was the only
tool of credit control relied upon by central banks. Although
in the past few years changes of far-reaching significance have
been introduced to control the supply of money and to cushion
domestic economies against the effects of foreign monetary
disturbances, there is nevertheless a deep-rooted attachment to
bank rate as a control device. During the entire period covered
by this study bank rate was still looked upon as the keystone
of central bank policy.

A study of the discount policy of the Reichsbank during the
years 1924 to 1933 brings into clear focus the difficulties that
confronted the Reichsbank and that prevented its discount
policy from attaining, except for one short interval, even a
semblance of practical efficiency. It has been customary for
English and American writers to dismiss this experience with
bank rate on the grounds of the “abnormality ”’ of the post-
war German situation. This uncritical acceptance of bank rate
as a control technique and the desire to class as abnormal the
ten-year effort of the Reichsbank to make its discount policy
effective in Germany are attitudes that only retard the process
of reaching any real understanding of control techniques. It is
my purpose here to analyze in the first place those factors, both
international and national, that prevented the discount policy
'of the Reichsbank from functioning in a “ normal’” manner,
and, in the second place, to analyze the actual use made by the
Bank of its discount rate. Such a study should, on the one hand,
throw some light on the truth or falsity of the basic assump-
tions implicit in the theory of bank rate as a technique of cen-
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tral bank control, and, on the other hand, bring to light what-
ever effectiveness the tool possesses in spite of its limitations.

THE REICESBANK RATE IN RELATION TO FOREIGN BANK
RATES

One of the conditions essential to the smooth functioning of
the central bank discount rate is its ability to attract or repel
foreign funds. Control over the supply of money, in a nation
belonging to a world economy which uses gold as the inter-
national adjustor of foreign exchange and price level differen-
tials, is not purely a domestic matter. According to classical
theory, an increase in the discount rate of a central bank tends
to encourage foreign funds to remain in the country, and
through its effect on the short-term rate of interest attracts
fresh foreign capital. At the same time, the higher bank rate in-
creases the cost of credit and therefore reduces the demand.
The decrease of bank money in circulation has a depressing
effect upon price levels; imports therefore decrease, exports in-
crease, and there is a further flow of gold into the country; the
supply of money is thus increased, bank credit expands, prices
go up, exports decrease, imports increase, and equilibrium is
restored. One must recognize in this theory the difference be-
tween the primary effect on short-term foreign funds and the
secondary long-run effect upon the domestic price level. Pre-
war central bank control with its emphasis upon the identity
of national interests with international interests undoubtedly
focused its attention upon the effects of bank rate changes on
short-term foreign funds. If one shifts the emphasis, however,
to the effects of bank rate changes on the domestic price level
the implications contained in the theory are obvious: 1) the
central bank must be in a position to increase or decrease its
bank rate relative to the bank rates of other countries; 2) the
initial effect of attracting or repelling foreign funds must be
insignificant in relation to the total supply of monéy;zinld bank
credit-in-circulation, so that the effect on price levels through
changes in interest costs can be obtained; 3) the trade balance
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must respond to relative price level changes; and 4) gold must
flow freely between nations.

The “normal ” functioning of bank rate as a control device:
thus presupposes an integrated international economic 'sy_gt_gp?;_
whereby gold and goods flow between nations in.response tof
“natural economic laws”. The theory upon which it rests re-
flects the conditions present in the world from 1850 to 1914 and
particularly does it reflect the English economy and the position
of the Bank of England as the central bank controlling the
world’s money markets. Critical examination of bank rate as
a control technique in the post-war period must begin with an
acknowledgment that the whole world was “ abnormal ” in the
sense that gold was not permitted to flow freely between na-
tions but was itself subjected to control. Increased gold sup-
plies (particularly in America) were not allowed to increase
the supply of money in circulation and hence price levels. In-
ternational trade was disrupted by arbitrary interference with
the gold-price-level mechanism, by tariffs, trade quotas, and
subsidies, as well as by war debts and reparations.

Germany’s “‘ abnormality ', however, went further in that
it included not only the failure of the trade balance and gold
flows to govern price level changes, but that it included the
inability of the Reichsbank to establish a bank rate sufficiently
i totich with the bank rates in other countries to gain a differ-
ential advantage through its own rate increases or decreases; it
included also the abnormal responsiveness of the German
economy to the flow. of foreign funds, so that bank credit in
circulation responded more to the presence or absence of for-
eign funds than to the Reichsbank discount rate.

In Chart III, foreign bank rates are plotted as deviations
from the Reichsbank rediscount rate from 1925 through 1931.
The year 1924 cannot fairly be included, for in that year inter-
national distrust of the German money and banking system
prevented the free flow of funds; the same thing is true from
the middle of 1931 to the end of 1933. An examination of the

1 Plotted from statistics in Vierteljahrshefie zur Konjuniur Forschumg,
1924-1933.
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interrelationships of central bank discount rates in the six and
one-half years in which the German economy was integrated
with other countries shows that, for the entire period, the New
York rate was well under the Reichsbank rate. The London
rate, with the exception of the first three and one-half months
in 1927, when it was equal to the Reichsbank rate, was con-
sistently lower than that of Berlin. The Paris rate was also
lower than Reichsbank rate with the exception of the eleven
months from the middle of July 1926 to the middle of June
1927. Not only were the rates in New York, London and Paris
lower than the Reichsbank rate, but they were lower by wide
margins, so that for the most part the Reichsbank would
have had to decrease its rate from 1% % to 3% % to bring
it into even approximate equality with foreign bank rates.
Some allowance must be made, of course, for the risk factor,
although after the stabilization of the currency on a gold basis
this was probably not much greater for short-term funds flow-
ing toward Germany than for those flowing toward other
countries. For the entire period then, except for the first three
months of 1927, the discount rate maintained by the Reichs-
bank had the power to attract foreign funds but had no power
to repel them.*

" One frequently meets the argument in criticisms of Reichs-
bank policy that the Reichsbank should have maintained a dis-
count rate lower than the rates in other money centers especially
after 1926, This, it is argued, would have discouraged foreign
funds and deprived the domestic economy of that means of
speculation. Production would have increased and the lower
German costs would have stimulated exports. This is the fa-
miliar pre-war reasoning in regard to discount rate but seems
to me wholly untenable as applied to Germany at any time im
the ten years under discussion.

In the first place, the Reichsbank was required by law to
maintain a 40% gold and foreign exchange cover for its notes.

2 After the monetary crisis of 1031, of course, the whole situation was

changed because the German market was no longer attractive to foreigm
funds. The Reichsbank rediscount rate lost all international significance.
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in circulation. The cover percentage was above 40% for notes
in circulation but if one includes bank notes (Reichsbank notes
plus those of the four note-issuing banks), rentenmark notes,
and Giro deposits, the gold and foreign exchange percentage
was 40.5% on December 31, 1926, 33% in 1927, and 44.4%
in 1928. There is the formal justification for the maintenance
of the excess cover for rentenmark notes and Giro deposits
which involves the justification (if any) for the gold cover
provision itself.

In the second place, under the terms of the Dawes agree-
ment, Germany was required to make fixed payments on rep-
arations account. The Reichsbank had to provide the neces-
sary gold and foreign exchange for these payments. In view
of their size, the excess gold and foreign exchange was com-
paratively small and lower rates, which actually discouraged
foreign funds and expanded bank notes to the full legal limit,
would have meant that reparations could not have been met
without danger to the currency. In view of the conditions of
German industry at the time and foreign trade barriers it was
doubtful that the expansion of exports—granting such an ex-
pansion is a result of lowered rates—could have been rapid
enough or large enough to meet reparations payments.

In the third place, the entire argument presupposes that the
central bank rate is the controlling rate in the money market
and that all other rates will automatically be regulated by the
central bank rate. As we have seen, the struggle to gain con-
trol of the money market was one primary aim of Reichsbank
policy but the reéstablishment of the pre-war rate structure was
accomplished by the Reichsbank not by setiing money market
rates but by following them. Then too, the decline of the do-
mestic bill market in relative importance meant that as a con-
trol device the Reichsbank rediscount rate could bring pressure
to bear only on a small part of the money market. As was
brought out in Chapter IV, the bill business of the Reichsbank
fluctuated widely, giving the Bank no certainty that at any one
time the amount of bills in the market would be sufficient to
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give effectiveness to the Bank’s discount rate. In relation to the
domestic money market the Reichsbank was not free to follow
the rules laid down in the pre-war period as proper for dis-
count policy.

The following detailed analysis assumes this lack of freedom
on the part of the Reichsbank.

A further study of the movement of the Reichsbank rate
in relationship to rate changes of other central banks (Chart
IV) ® brings out the fact that at no time in the entire period
did the Reichsbank rate move consistently in the same direc-
tion as the rates of London, New York and Paris, with the
exception of the eleven months from October 1929 to Sep-
tember 1930. From 1925 to the middle of 1927 the Reichs-
bank lowered its rate six times—a progressive decrease from
10% in January 1925 to 5% through the first six months of
1927; five of these decreases were made in the year 1926. Dur-
ing the same period the London rate fluctuated between 4%
and 5%, the New York rate between 3% and 4%, and the
Paris rate between 5% and 7% %. The Reichsbank rate was
increased twice in the last six months of 1927—from 5% to
7% % ; the London and Paris rates remained stable at 4% %
and 5% respectively; and the New York rate decreased from
4% to 3% %. Stability in international bank rates was main-
tained throughout 1928. In the latter half of 1929 and until Sep-
tember 1930, all bank rates moved downward rather closely
together. In September 1930, the Reichsbank again raised its
rate while other bank rates remained stable. After the crisis
of 1931, the Reichsbank rate was not influenced by foreign
bank rates.

While it is true, of course, that all central bank rates are de-
termined by conditions inherent in the domestic economy, a
positive correlation is to be expected in the movement of inter-
national money rates if gold and goods flow freely between
nations. In spite of the post-war disturbances to currencies,

3 See footnote, p. 272.
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international trade, and gold flows, there was a high degree of
integration between the London and New York bank rates
from 1925 to 1931 ; at no time were the rates more than 1% %
apart and although there was a constant fluctuation there was a
tendency for the rates to approach each other. The comparison
of the Reichsbank rate with the rates of other countries brings
out clearly the extent to which the German economy was cut
off from that of other nations.

The theory of bank rate as a control device over the supply
of money in circulation in a particular economy identifies the
domestic and international interests. Thus, an increase in the
discount rate must be capable of decreasing the quantity of
bank credit in circulation in spite of the immediate stimulus
to the flow of foreign funds, in order to change the price
level so as to stimulate exports and discourage imports. These
conditions were not present in the German economy from
1925 to 1931. The Reichsbank rate, higher than the rates in
other money centers, was a reflection of the factors surround-
ing the German economy and separating it from the rest of
the world. The most important factor influencing the domestic
money rates in the years immediately following stabilization
was shortage of working capital, a shortage which could not
be supplied from domestic savings. There was, therefore, a
constant temptation to German producers to replenish working
capital from foreign sources; there was also the temptation
to German banks to expand bank credit on the basis of foreign
loans. This situation was peculiar to Germany and led to a
further ““abnormality ” in her bank rate as a tool of credit
control. The ability of Reichsbank rate to attract foreign funds
but not to repel them, together with the demand for working
|capital, created a situation in which the Reichsbank discount
rate lost its power to control the supply of money and bank
credit in circulation. The Reichsbank was frequently placed in
the position of desiring to control the domestic market through
an increase in bank rate but of being prevented because the
additional stimulus to the flow of foreign credits toward Ger-
many would have aggravated the very situation that the Bank
wanted to correct.
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In spite of the fact that the Reichsbank’s use of its bank
rate was constantly affected by the greater height of the Reichs-
bank rate in relation to foreign money rates, this attraction of
the Reichshank rate for foreign funds was as frequently an
advantage as a disadvantage. In January 1929, the Reichsbank
consciously overlooked the fact that a rate decrease might re-
tard foreign funds, which tends to show that the Reichsbank
was not influenced at this time by the effect of this rate de-
crease on foreign money in Germany. In the autumn of 1929,
bank rate changes were frankly made for the purpose of tempt-
ing foreign capital to remain in Germany. The necessity of fix-
ing bank rate with a view either to discourage or to encourage
foreign capital was, of course, a sign of the essential weakness
of the German position and of bank rate as an independent
control technique. However, if one accepts these conditions as
a part of the basic limitations of freedom of Reichsbank con-
trol, one finds that the Reichsbank was frequently enabled to
use them to its own immediate advantage.

THE REICHSBANK RATE IN RELATION TO THE SHORT-TERM
INTEREST RATES

If changes in the central bank discount rate are to operate
as causal factors in the decrease or increase of bank credit in
circulation, the discount rate of the central bank must control
money market rates of interest. This is not a statement of the
obvious fact that discount rates higher than the money market
rates of interest will operate as a check on bank credit expansion,
and rates lower than the money market rates as a stimulus. It is
rather the posing of the question which was uppermost in the
report of the German bank investigation of 1926-1929—* How
far does the Reichsbank discount policy affect the interest
level of the whole economy, and what influence has it on the
rate structure of the money market?”* Of these two ques-
tions the latter is probably of greater importance, for, as is
well known, it is the interrelationships of money market in-
terest rates that guide the flow of funds into specific channels

4 Die Reichsbank, op. cit., p. 60.
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rather than the absolute relationships of one rate to the bank
rate. An analysis of the effect of the Reichsbank discount rate
on money market rates of interest in Germany presents little to
* uphold the thesis that changes in bank rate lead or cause money
market interest rate changes.

A study of the Reichsbank discount rates and the rate for
daily money on the Berlin bourse (Chart V) shows that in
the year 1924 these two rates bore no consistent relationship
to each other. By the middle of September the daily money
rate began to drop appreciably; after a slight rise at the be-
ginning of October 1924, it dropped until, by January 1925,
it had reached the level of the Reichsbank rate—10%. It may
be true that the “ cheap money " policy of the Reichsbank acted
as a pull toward lower daily money rates, but it took thirteen
months to accomplish this result. During this entire period the
Reichsbank was not relying upon discount policy, but upon
credit restriction as a control device. Its cheap money policy
was therefore purely nominal in the sense that only a limited
amount of central bank credit was available at the cheaper
rate. The Bank, itself, however, hoped to establish its own
rate as the “norm” for the economy. After February g,
1925, the daily money rate followed the Reichsbank rate
downward, but while the Reichsbank rate remained stable at
9% throughout 1925, the money market rate fluctuated below
and above the Reichsbank rate; the daily money rate began
to move downward in September 1925 and was decreased
consistently until April 1926, when it reached the low point
of 5%. Credit restriction was abandoned early in 1926, but
even after this date one does not find the central bank rate
leading money market rates. The Reichsbank rate followed
the money market rate downward from 9% in January 1926
to 6% in early August. Although the daily money rate was
pulled up to 6% in December 1926, it again dropped in Jan-
uary 1927 and was followed by the Reichsbank rate; again
the money market rate increased sharply in the early months
of 1927 and was followed by an increase in bank rate. In the
latter part of 1927 and 1928 the daily money rate fluctuated
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about the bank rate, sometimes above and sometimes below. In
1929, however, one finds again an increase and a decrease in
the Reichsbank rate following the rate for daily money. The
progressive bank-rate decreases in the latter part of 1929 seem
to have led rather than followed daily money rates downward,
but from September 1930 to the beginning of the crisis of
1931 Reichsbank rate increases followed the money market
rates. It is only in 1932 and 1933 that one finds the Reichs-
bank rate consistently lower than the rate for daily money.
The Reichsbank discount rate can scarcely be said to have
been the causal factor in the changes in the rate for daily money
on the Berlin bourse from 1924 through 1931.

If one studies the rates for monthly money on the Berlin
bourse with the same degree of thoroughness, one finds that
these rates were in much closer harmony with the money mar-
ket rate for daily money than with the Reichsbank rediscount
rate. Only the private discount rates from the middle of 1927
to the end of 1933 moved in entire harmony with the Reichs-
bank rate. One is therefore forced to the conclusion that, while
there was a certain degree of integration between the various
rates in the Berlin short-term money market, the Reichsbank
rate was not by any manner of means the controlling rate. It
seems rather to have been itself controlled by the money market
rates of interest and by the factors that were in turn con-
trolling them. To a certain extent this is simply a restatement
of the situation outlined above: that the German economy was
abnormally responsive to the flow of foreign funds and that
the Reichsbank discount rate, therefore, lost control of the
supply of money and bank credit in circulation. Such an ana-
lysis, however, brings out more clearly the essential weakness of
the discount rate in Germany as a tool of control over the do-
mestic money market.

If one turns now to the question of the influence of the
Reichsbank rate on the rate structure of the money market,
one finds an entirely different situation. The Reichsbank seems
to have been completely aware of the fact that “ the note bank
is not in a position to decide the interest rates of the country



DISCOUNT POLICY 283

wholly independent of the position of the free market, but
must resign itself to great price differences and must accom-
modate itself to the movements in the free market.” * Never-
theless, through ““ accommodating itself to the movements in
the free market” it was able to establish an integration of
money market rates that maintained a structural relationship
to each other from 1927 through 1933. In 1924, the Reichs-
bank deliberately set its bank rate at a point lower than money
market rates in order to provide cheap credit for legitimate
industry. There was no structural relationship between market
rates in this year. By 1925 a greater degree of form is observed
in the inter-rate relationships, but the span between the lowest
and the highest rates—the private discount rate and the rate
for monthly money—was still very wide. During these two
years the Reichsbank was not relying on its discount policy as
a control device but, while restricting credits, was hoping to
establish its bank rate as the “ norm ” for money rates in the
entire economy. In 1926 one finds a still greater decrease in
the span between the money market rates, but there was no
permanent relationship maintained among them. From 1927
onward, however, the private discount rate was constantly at
or below bank rate; the rate for monthly money was con-
sistently above the rediscount rate; and the rate for daily
money fluctuated about the Reichsbhank rate, sometimes above
and sometimes below. This was a structural relationship dif-
ferent from the pre-war money market in that the rates for
both daily and monthly money were then usually above bank
rate. Also, the private discount rate in the pre-war period
tended to show more elasticity and to be less dependent upon
the Reichsbank rate.

Although more attention has been paid in studies of bank
rate to individual money market rates and their responsiveness
to bank rate pressure, it seems possible that individual rate
reactions are less important to an understanding of central

5 Die Reichsbank, op. cit., p. 63.
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bank control than the changes in money market rate relation-
ships. It has always been held that changes in the central bank
discount rate affect the short-term rates of interest and there-
fore increase or decrease the cost of credit. The ““cost of
credit ’ is, however, a very broad term covering all possible
time variants in the use of funds from the twenty-four hour
use of daily money to the long-term borrowings on the capital
market. It is always possible for borrowers to shift their de-
mands from one type of borrowing to another; in fact, they
are constantly doing so. If changes in bank rate affect all in-
terest rates in the money market at the same time and to the
same degree, there is no change in the relative costs of borrow-
ing in the various markets; there is simply a change in the abso-
lute cost. This is obviously the assumption of classical theory.
If, on the other hand, changes in bank rate disturb the struc-
tural rate relationships in the money market, one may simply
find funds shifted from one type of use to another. From the
standpoint of central bank control, the shifting that takes place
may produce results wholly unexpected before the absolute cost
effects of bank rate change make themselves felt in increases
or decreases in the total amount of bank credit. A refinement in
the technique of central bank control will probably pay more
attention to the effect of bank rate changes on the rate struc-
ture of money markets than to its effect on individual rates.

In spite of the Reichsbank’s inability to control money mar-
ket rates of interest, it was able to establish and to maintain
an integrated interest rate structure that gave to its discount
policy a certain degree of control over the domestic situation.
In the last analysis, no money and banking system can remain
unaffected by the credit policy of the note bank. In Germany,
the traditional dependence of the banks on the Reichsbank at
month-end settlement day meant that, at these times, these
banks were forced to come to the Reichsbank for support. Cen-
tral bank credit could be obtained either through the sale of bills,
through lombard loans, or through the sale of foreign ex-
change. Although the discount rate is only the bill-buying rate
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of the bank, if all other money market rates maintain a steady
relationship to bank rate, bank rate may be said to exercise
some measure of control over the domestic use of short-term
funds.

The “ abnormality > of the discount policy of the Reichs-
bank therefore, arose, for the most part, from the degree to
which the factors surrounding the German post-war economy
departed from the theoretical norm. Germany’s abnormality
was shared by the entire post-war world in so far as it was
related to or was caused by the post-war disruption in the gold-
price-level trade-balance mechanism. In so far as Germany’s
balance of payments was determined by reparations payments
her situation here was even more desperate than that of other
nations. The attraction of the high German short-term interest
rates for foreign funds added further to the difficulties of the
central bank and created a situation in which the absolute cost
of credit was determined by the presence or absence of foreign
loans in Germany. In spite of the unfree discount rate in
post-war Germany, the experience of the Reichsbank cannot
be dismissed as incapable of throwing any light on the prac-
tical efficiency of bank rate, A further analysis of the actual
use made by the Reichsbank of its discount policy, hampered as
it was, is essential before any judgment can be made as to the
Reichsbank’s use of its technique, as to the relationship of the
German experience to that of other countries, or as to the gen-

eral theory of credit control through bank rate increases or
decreases.

“CrHEAP” MoONEY PoLICY, JANUARY 1924 TO JUNE 1927

From the beginning of 1924 to June 1927, the Reichsbank
used its discount policy to provide cheap money for legitimate
trade, industry and agriculture. The bank rate was not relied
upon as the sole tool of control during 1924 and 1925, but was
used as a control device supplementary to the policy of credit re-
striction. In 1924, the Reichsbank set its bank rate at 10% in
spite of the fact that money market interest rates for daily
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and monthly money averaged for that year 87.6% and
28.3% respectively,® because “ in the transition months of the
year 1924 the Reichsbank saw its task to be one of supporting
the whole economy by cheapening credit through the note
bank.” * Through the Gold Discount Bank, the rate for foreign
bill discounting was set at an even lower point—at 8%—in
order to aid the export business. During 1925, the bank rate
was lowered only once—to 9% on February 5. Although
money market rates of interest had begun to drop during 1924
and 1925, they were still considered too high by the Reichs-
bank. The policy of credit restriction was therefore maintained
and was used as a means of exerting pressure upon money mar-
ket rates of interest at strategic points, but during the year,
credit restriction was gradually eased in favor of control
through the discount rate.

By January 1926, credit restriction was given up and the
discount policy of the Bank became the main tool of credit con-
trol. According to the annual report of the Reichsbank, the
discount policy during 1926 was guided by the desire to reduce
money market rates of interest and to facilitate capital supply
to agriculture, industry and trade.® The Reichsbank lowered
its bank rate four times between January and July; to 8% on
January 12, to 7% on March 27, to 6% % on June 7,
and to 6% on July 6. It will be remembered that Germany
was going through a period of business depression during 1925
and the first half of 1926. The large supply of short-term funds
on the German money market was, during this period, a re-
flection not only of the influx of foreign funds, but also of the
inability of the German economy to absorb capital as rapidly as
it was made available. During 1925 the Reichsbank made no

6 Die Reichsbank, op. cit., p. 61. The daily money rate stood far above
the monthly money rate because there was at this time very little demand
for monthly money and a very great demand for daily money. See above,
Chapter V, p. 170.

7 Ibid., pp. 60-62,

8 Annual Report of the Reichsbank, 1926, p. 4.
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effort to adjust its discount policy to alleviate or to control the
depression. The Reichsbank considered the slump in business
a part of the  purging process ” essential to healthy recovery
of the German economy from the fever of inflation. By 1926,
however, the Reichsbank was ready to permit its discount rate
to follow money market rates of interest downward. Its desire
to establish a cheaper rate structure throughout the entire
money market led it to bring pressure to bear upon the banks
to decrease their charges to borrowers. The 1926 Annual Re-
port of the Reichsbank states: “ The charges of the private
banks and other money lending institutions for interest and
commissions followed [the decreases in Reichsbank rate] in
some cases only under pressure from the Reichsbank which
negotiated for the purpose with the local banks and with the
central organizations of the parties concerned.” ® It might be
said that the Reichsbank had no discount policy during the
year 1926 except to stand by and to permit foreign funds to
flow into the German market and to allow its own rate to slide
down after the domestic money market rates. This policy, how-
ever, was strictly in accordance with the best traditions of cen-
tral bank policy in periods of depression, except, of course, that
the Reichsbank achieved money market ease through its nega-
tive attitude rather than through active efforts to stimulate the
market.

The Reichsbank rate was held at 6% throughout the latter
half of the year 1926 but was decreased to §% on January 11,
1927. Although ““ it would have been possible to have decreased
the bank rate at the end of 1926, it was considered wiser to
wait until the end-of-the-year settlements were safely past.” *°
When the decrease was finally made on January 11, it was
made for the purpose of discouraging foreign funds. This is
the first time the Reichshank was in any position to expect suc-

9 These comumissions during the stabilization period were exorbitant; in
some cases equaling the interest rate and even as late as 1926 amounting
to 25-50% of the interest rate.

10 Annual Report of the Reichsbank, 1927, p. 3. Italics are mine.
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cess from a bank rate change made for such a purpose. It is
interesting to note that this is the only instance of the use of
bank rate for this purpose in the entire ten years under dis-
cussion. If one examines foreign bank rates during the first
eight and one-half months of 1927, one finds that the London
bank rate was equal to the Reichsbank rate of §%; the Paris
rate was above the German rate, and the New York rate was
only 1% below the Reichsbank rate. Therefore, it is under-
standable that the Reichsbank decrease in rate “ had the ex-
pected result” of discouraging foreign funds. This advantage
was, however, only maintained for five or six weeks, for by
the middle of February money market rates of interest began
to go up in response to factors present in the internal economy,
such as the greater demands of expanding industry for funds,
and the large capital demands of public bodies. By April, for-
eign funds began to be attracted by the German stock exchange
and the situation became critical. The Reichsbank in this emer-
gency abandoned its discount policy as a means of control and
used what might be called “ moral suasion plus threats.” ** Its
bank rate, however, remained at 5% until June 10, when it
was raised to 6%.

In general, the Reichsbank abandoned bank rate from 1924
to June 1927 as an effective means of central bank control.
To a large extent, this was due to the attitude of the Reichsbank
toward its own role in the German economy, a role which was
one of qualitative guidance of funds rather than quantitative.
There were three emergencies during this period. The first
lasted from April to July 1924, and was characterized by a
threat to the stability of the mark which grew out of the spec-
ulative fever of the previous years. The Reichsbank, in this
instance, abandoned discount policy completely, in favor of
credit restriction. The second emergency was the business de-
pression of 1925-1926, when the Reichsbank stood aloof and
held its bank rate at 9% throughout 1925 because it believed
that the slump was ““ good ” for Germany. What little notice

11 See above, Chapter V, pp. 191-193 and below, Chapter XI, pp. 377-379.
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it did take of the situation was handled through an easing of
its credit restriction policy. The third emergency was the stock
market crisis of April-May 1927, when again the Reichsbank
abandoned control through the quantitative pressure of bank
rate in favor of the threat of credit restriction. Only in the
latter instance was the abandonment of bank rate conditioned
by the effect of bank rate increases on the flow of foreign
funds. The only use made of discount policy in 1926 was to
permit bank rate to follow money market rates of interest
downward throughout the first half of the year, evidently in
the belief that the purging process of the depression had gone
far enough; in the latter half of the year, the Reichsbank per-
mitted its rate to lag behind money market rates of interest
and, in consequence, lost touch with the market.

We are not interested at this point in a criticism of the
Reichsbank’s attitude toward its discount policy as a control
technique. We are interested in reaching an understanding of
the effectiveness of this particular technique in the light of the
Bank’s own objectives. During this entire period the Reichs-
bank attempted to use its discount policy to aid it in the pro-
vision of cheap money for trade, industry and agriculture. The
real question is, therefore, the extent to which this objective
was achieved by the Reichsbank’s use of its discount policy.
Certainly in 1924 the Reichsbank, as the sole credit support
of the entire economy, was making cheap credit available (al-
though in restricted quantities) through holding its bank rate
well under the market rates of interest. In 1925 and 1926 it is
more difficult to separate the effect of discount policy from the
effect of foreign funds. On the whole, the cheaper money mar-
ket rates were not attributable to Reichsbank policy, but were
due rather to the presence of foreign funds and to the depres-
sion in German industry. However, simply through Reichsbank
accommodation to the money market situation, the bank rate
was used as an encouragement rather than a discouragement of
cheaper credit. Until January 1927, the Reichsbank did nothing
to discourage the amount of foreign funds in the German
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market,*? and then the action of lowering the discount rate was
taken because the Reichsbank felt itself capable of supplying
the demand for credit at the cheaper rate of §%—which it
hoped would prove to be the normal rate for the Berlin market.
Even in the failure of the Reichsbank to use its bank rate as
a means of control over the stock market crisis of April-May
1927, there was a certain consistency with the objective of
cheap credit for “legitimate” industry and agriculture. An
increase in discount rate at that time would have tightened
credit for all users while failing to check foreign funds, which
were the source of the stock market speculation—the  illegiti-
mate”” use of funds. Germany had at this time an unfavor-
able trade balance, which was actually drawing foreign ex-
change out of the Reichsbank even while the banks were using
foreign funds on the bourse. This belief on the one hand in the
illegitimacy of bourse speculation and on the other hand in the
desirability of good trade bills in bank portfolios was implied
by Dr. Schacht in answers to questions put to him by the
Bank Investigation Committee on June 21, 1927. He came
closest to a definite expression of this attitude when he said:
“If a favorable Bank policy is maintained in Germany (and
not one in which the foreign exchange policy of the Reichshank
is limited by bourse speculation) the banks will always be in
a strong liquid position with good trade bill portfolios . . .
and each customer will be able to get credit according to his
needs.” **

It seems evident, therefore, that in the light of the objec-
tives of the Reichsbank, the discount policy aided and abetted
cheap credit from 1924 to the middle of 1927. In this sense
it was a reliable tool of credit control for the Reichsbank. In
making this estimate one must, of course, give up all large
claims for discount policy; it was a crippled tool of control

12 That is, through its discount policy. It was sending out constant warn-
ings against foreign borrowing and seeking to control, through the Bera-
tungstelle, public foreign borrowing.

13 Die Reichsbank, op. cit., pp. 204-205.
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at best. It was a control device not capable of supporting the
central bank, but only of supplementing its other policies. From
the middle of 1927 onward, the Reichsbank rested more heavily
upon its discount policy.

Tue Discount Poricy FroM JUNE 1927 To MARCH 1929

On June 10, 1927, the Reichsbank raised its discount rate
to 6%. The increase at this time was made to protect the gold
and foreign exchange covering of the reichsmark. Because of
an unfavorable trade balance, reparations, interest and amorti-
zation charges on the foreign debt, the rising phase of the busi-
ness cycle and the repayment by the German banks of foreign
short-term credits, the Reichsbank lost goo million reichsmarks
of gold and foreign exchange from December 1926 to the
end of June 1927. At the same time, its bills and lombards in-
creased by 1,100 million reichsmarks.* This increase brought
the Reichsbank rate into closer touch with the money market
rates of interest. Although the daily money rate showed ex-
treme sensitiveness to foreign funds, it fluctuated about the
Reichsbank rate and remained below it only for short periods
of time. The expansion of business forced the banks into
greater dependence on the note bank.

In October 1927, the Reichsbank increased its discount
rate from 6% to 7%. The increase at this time was made, ac-
cording to the Reichsbank, not only because of the increasing
dependence of the banks on the Reichsbank, but because the
domestic price level was increasing when the price levels of the
rest of the world were either stable or decreasing. The Annual
Report for 1927 stated that because the price levels in England
and the United States did not increase during 1927 there was,
therefore, need “ for reserve in further currency expansion ” in
Germany; this fact was “a contributing factor in the decision
to raise the discount rate.” *> There is some doubt about the
correctness of this assertion. The wholesale price level in the

14 Ibid., p. 66.
15 Page 6.
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United States increased from ninety-four in July 1927 to
ninety-seven in September, where it remained throughout the
rest of the year. The price level of Great Britain increased from
141 in July to 142 in September 1927; in October it decreased
to 141 and in December to 140. The price level of France de-
creased from 126 in July to 120 in October; in November and
December the index number increased to 121 and 123 respec-
tively. The Austrian price level decreased from 140 in July to
130 in September and 127 in November and December.*® If the
Reichsbank was guided by the price levels of England and the
United States, as it stated, these price levels were increasing
from July to September, and both remained stable for the last
three months of the year, but this was achieved after the in-
crease in the Reichsbank rate. On the other hand, neither the
French price level nor the Austrian showed a marked decrease.
If international price-level movements were a contributing fac-
tor in the October increase in bank rate, it was not the price
levels of England and America that influenced the Reichsbank
as much as those in France, Austria and other surrounding
countries. It is more probable that there was a definite desire
to check the increase in the domestic price level no matter what
was happening in other countries. The German price level had
increased from 135 in April 1927 to 140 in September. After
the October increase in bank rate, the price level remained stable
at 140 for the rest of the year. It decreased to 139 in January
1928, and to 138 in February; thereafter it increased slowly
to 142 in July and August; in September it dropped to 140,
where it remained to the end of 1928.*" The Reichsbank held
its bank rate at 7% throughout 1928.

The year 1928 was a stable one for the German economy—
a lull before the storm. The marked signs of the business pros-

16 Vicrteljahrshefte sur Konjunktur Forschung, 1928, No. 4, Part B, p. 77.
The price level of the United States is computed with 1026 as the base year;
those of Great Britain and France with 1013 as the base; and the Austrian
price level with the first half of the year 1914 as the base.

17 Ibid., 1928, No. 2, p. 89.
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perity of 1927 disappeared, and in the latter half of the year
there was a slow and gradual slackening of business. On Jan-
uary 12, 1929 the Reichsbank decreased its bank rate to 6% %.
According to the Annual Report, the Reichsbank ‘ consciously
overlooked the fact that this would retard foreign funds and
might lead to a lowering of the gold and foreign exchange
holdings.” ** The Reichsbank was again using its discount rate
to control the domestic business situation independent of the
possible effect of the rate change on the flow of foreign funds.
Both the increase in bank rate of October 1927 and the de-
crease in January 1929 were made because of the cyclical
swings in business; the former with the purpose of checking
too rapid expansion, and the latter to check too rapid con-
traction.

From June 1927 to the beginning of May 1929, the Reichs-
bank relied more confidently upon its discount policy as its
only tool of credit control. This is the only period in the entire
ten years under discussion in which one can judge the effec-
tiveness of bank rate as a control technique uninfluenced by
other control policies. This was, also, the only period in the
entire decade in which the demands made upon the central
bank were the demands of a normal economy functioning more
or less free from the emergency situations that had faced the
Reichsbank in the earlier period and that were to face it with
increasing severity in later ones. The use made by the Bank
of its discount policy was guided by a desire to protect the
gold and foreign exchange covering of the note circulation
(June 1927), to check the supply of money in circulation and
hence the rising price level (October 1927), and to check the
slow decline in business that set in in the latter part of 1928
(January 1929). Unfortunately, the effects of the last de-
crease in bank rate were not permitted to work themselves out
because of the political developments of the spring of 1929. It
is possible, however, to gain some idea of the effectiveness of
the first two objectives of Reichsbank policy. Table XXXVIII

18 Page 3.
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presents the figures for gold, foreign exchange, quantity of
money in circulation, and price levels from June 1927 to De-
cember 1928,

The objective of increasing the gold and foreign exchange
holdings of the Reichsbank in order to strengthen the cover-
ing of the notes in circulation was not achieved by the June
increase in discount rate. Although there was an absolute in-
crease from the end of June to the end of September in gold
and foreign exchange of 136.6 million reichsmarks, there was
at the same time an increase in notes in circulation of 367.2
million reichsmarks. The note coverage had thus decreased
from 49% at the end of June to 48% at the end of September,
while the gold coverage alone was down to 44.3%.*® This was
the lowest coverage percentage that the Reichsbank had had
since the stabilization of the currency. It is probable therefore
that the decision to raise the Reichsbank rate in October 1927
was taken with the hope of encouraging foreign funds even
more than its avowed purpose of checking the rising price level.
By the end of December, the Reichsbank had not yet been
successful in increasing its coverage percentage. Gold and
foreign exchange increased by 142.7 million reichsmarks, but
notes in circulation increased even more rapidly—by 381.6
million reichsmarks. The cover percentage was down to 47%
for gold and foreign exchange, while for gold alone it was
only 40.9%.* By the end of the following quarter there had
been an absolute decrease in gold and foreign exchange of
twenty-seven million reichsmarks, but notes in circulation de-
creased by 50.8 million. Definite improvement in the Reichs-
bank’s holdings of gold and foreign exchange and notes in
circulation was noticeable at the end of June 1928. There was
an increase in gold and foreign exchange of 214.2 million
reichsmarks and an increase in notes of only 161 million reichs-
marks, which brought the cover percentage to 49.9%; gold
coverage alone increased to 44.6%.** Maintenance of the

19 Untersuchung des Bankwesens, op. cit., Part 11, p. 453.
20 Ibid. 21 Ibid.
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stability of the currency through central bank discount policy
designed to protect the gold and foreign exchange holdings
was achieved through the 1927 increases in bank rate. It took
one year to accomplish this result and a two percent increase
in bank rate.

It is difficult to determine whether or not the Reichsbank
was sincere in its stated desire to check the increase in price
level through its October increase in bank rate. However, if
one takes its statement of its own purpose at face value
(neglecting for the moment the fact mentioned above that the
American and English price-level movements did not bear out
the Reichsbank’s interpretation of them), one finds that sta-
bility in the German price level was achieved by the end of De-
cember 1927 and an actual decrease for the first quarter of
1928. Although the total quantity of money in circulation **
increased by 408.3 million reichsmarks at the end of December
1927, the price level remained stable at 140 after having in-
creased steadily from March to September. At the end of
March 1928, there was a decrease in total money in circulation
of 261.8 million reichsmarks and a 1% decrease in the index
number of wholesale prices. Up to this time, the Reichsbank
had been successful in bringing about a decrease in the price
level but unsuccessful in protecting the gold and foreign ex-
change coverage of the notes. By the end of June 1928, how-
ever, the situation was reversed. Money in circulation and price
levels went up (302.9 million reichsmarks and 2% respec-
tively) but the gold and foreign exchange position was im-
proved; the price level objective was at this time unsuccessful,
but the protection of the coverage percentage was successful.

22 “Money ” is used to include cash and bank deposits subject to check.
The balances of private and public banks subject to check are not included
in these figures because the German banks publish only the total amount
of their deposits (fremden Gelder) which includes the credit balance in
current accounts as well as deposits not subject to check. The larger pro-
portion of German bank deposits is not subject to check. The Reichsbank
handles most of the clearing business for all of Germany.
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The Reichsbank kept its bank rate at 7%. By the end of Sep-
tember the price level had again dropped to 140, while the gold
and foreign exchange position was definitely improved—the
gold and foreign exchange coverage had increased to 53.3%.
By the end of the year the price level was still stable at 140 and
the gold and foreign exchange coverage had reached 58.5%. It
was at this point that the Reichsbank on January 12 decided
to lower its bank rate to 624 %.

It is possible to attribute complete success to the Reichs-
bank’s use of discount policy from June 1927 through De-
cember 1928 in the light of its objective of protecting the gold
and foreign exchange covering of the notes in circulation. One
cannot make the same broad claims for the achievement of the
second objective—the maintenance of the stability of the do-
mestic price level—through discount policy. Too many vari-
able factors enter in. The most that can be said is that the ob-
jective was achieved and that Reichsbank policy was probably
one of the contributing factors.

THE DiscouNT PoLicy—APRIL 1929 TO MAY 1931

The German economy was subject to political storms with
far-reaching economic and financial consequences from the
spring of 1929 through the spring of 1933, when the Hitler
government finally came into power. A study of the effective-
ness of the discount policy as a technique of credit control is
therefore to a very large extent confined only to the immediate
use made by the Reichsbank of its discount policy in the quiet
periods between extreme emergencies.

The spring crisis of April-May 1929, having its origin in
the political alignments of the Young Conference, has already
been discussed.?® The Reichsbank rate, which had been de-
creased to 615 % in January 1929, was increased on April 25,
1929 to 7% % to protect the drain on the Reichbank’s gold and
foreign exchange holdings. When this proved ineffective, the
discount policy was abandoned completely in favor of credit

23 Chapter V1.
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restriction, which lasted for six weeks, from the beginning of
May to the middle of June 1929. Protection of the currency
was at all times the first objective of the bank. The effects of
the May crisis on the gold and foreign exchange position of
the Reichsbank are shown in the following figures: at the end
of March 1929, the Reichsbank had 2,682.7 million reichs-
marks in gold and foreign exchange; at the end of June,
1,911.4 million reichsmarks; the cover percentage dropped from
56.4% to 47%, while the gold covering alone dropped from
55.6% to 39.5%.%

The effects of this political run on the Reichsbank had been
overcome by the end of September. The position of the Reichs-
bank was strong enough to permit of a reduction in bank rate
and the condition of the domestic economy would have been
aided by cheaper credit facilities. The note coverage was again
51.8% and production and prices in Germany showed the
signs of a full-fledged business depression. The Reichsbank
discount policy was, however, conditioned by the relationship
of the German bank rate to foreign bank rates. The Annual
Report of the Reichsbank for 1929 contains the statement that
“in the course of the second half-year, the position of the
Reichshank continued to improve, so that as regards its own
position it had no longer any reason for entertaining scruples as
to reducing the bank rate in order to meet the requirements of
trade and industry. Considering, however, the exceedingly
strained situation on the foreign money markets and the high
figures of Germany’s short-term engagements toward other
countries, it was necessary to avoid reducing too abruptly the
margin between the rates obtaining at home and those
abroad.” *°

An examination of the movement of bank rates in Berlin,
London and New York (Chart IV), shows a surprising sim-
ilarity of movement from October 1929 to June 1930. The

24 Untersuchung des Bankwesens, Part 11, p. 453.
25 Page 5.
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Berlin bank rate, however, lagged behind the foreign rates. The
degree and extent of this lag is shown in the following table:

Tapte XXXIX. CenTrAL BaNK REDISCOUNT RATES
September 1929 to June 1930

Date of bank rate changes Berlin London New York
September 26, 1929 .............. - 6% -
Qctober 31, “ .............. - 6 5
November 2, “ .. ............ 7 - -
November 14, “ .............. - - 4%
November 21, “ .............. - 5% -
December 12, “ ... ... ....... - 5 -
January 14,1930 .............. 6% - -
February 6, “ .............. 6 4% 4
March 6, “ .. - 4

March 8, 5% - -
March 13, “ - - 3%
March 20, “ .. - 3% -
March 25, C . 5 - -
May 1, “ - 3 3
May 20, “ e 4% - -
June 19, “ - - 2%
June 21, “ 4 - -

Thus, although these bank rates moved downward steadily,
the movement in the Reichsbank rate was always controlled by
bank rate changes in London and New York. This is a clear
illustration of the nervousness that developed in Berlin after
the Young Conference had made all too apparent the extreme
vulnerability of the German situation. Although the discount
policy had been, up to this time, conditioned to some extent
by the flow of foreign funds, the Reichsbank had, nevertheless,
been able to achieve a certain independence as long as funds
were flowing toward Germany, and it had been able to adapt
itself to that flow. The rebuilding of the German economy with
the help of foreign capital and the accumulation of domestic
savings had brought Germany by 1927 into closer touch with
the rest of the world and, as we have seen, had given to the



300 CONTROL POLICIES OF THE REICHSBANK

discount policy of the Reichsbank a degree of flexibility that
permitted it to serve (for a short period) as an effective control
technique. Internal conditions were still abnormal in 1927 and
1928 in so far as there was a dangerous expansion of short-
term bank credit for long-term capital finance, but even here
progress was being made in rehabilitating the capital market.
The abnormality connected with foreign funds in the German
market was the possibility of their sudden withdrawal in re-
sponse to political factors. This is a point that is frequently
overlooked by those persons who criticize the Reichsbank’s at-
titude toward foreign funds. It is not an economic reason; it
is a political reason—one that economists are in the habit of
casually lumping under “ exogenous changes.”

The September crisis had its origin in the foreign reactions
to the German elections and led to a second run on the German
currency. The Reichsbank controlled this situation not so much
through its discount policy as through its gold and foreign ex-
change policy. On October 9, however, it increased its bank
rate to 5% (from 4%) where it remained until the crisis of
1931.

The discount policy of the Reichsbank was given up in May
1929 as a control device and was made supplementary to its
gold and foreign exchange policy in the September 1930 crisis.
In between these two periods the only use made of bank rate
changes was to permit the Reichsbank rate to follow London
and New York rates downward. This it did very well. One can
scarcely call the discount policy of the Reichsbank a tool of
central bank control during this period. The single objective of
the Reichsbank was to protect.the stability of the reichsmark—
stability at home as well as abroad. To this end it directed all
of its tools, its discount policy, its gold and foreign exchange
policy, and credit restriction. Until the summer of 1931, it was
successful in maintaining the reichsmark at par in terms of the
foreign exchanges and in warding off the danger of too sudden
withdrawal of foreign short-term funds.
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THE DiscouNt PoLicy, SUMMER OF 1931 TO 1933

Although, in general, the Reichsbank abandoned its dis-
count policy as a means of control over the summer crisis of
1931, it made one abortive attempt to stem the tide of foreign
withdrawals by a 2% increase in its discount rate on June 13.
It is difficult to understand why the Bank waited as long as it
did to change its bank rate. It is true that the gold and foreign
exchange position of the Reichsbank was particularly strong,
and that its holdings had increased steadily from January to
the end of May at the same time that its bill credits were de-
creasing. Gold and foreign exchange together increased from
2,443.6 million reichsmarks at the end of January 1931 to
2,576.5 million reichsmarks at the end of May; the domestic
bill credits decreased during the same period from 1,942 million
reichsmarks to 1,791.4 million reichsmarks; the cover per-
centage for notes in circulation stood at 59.9 *° at the end of
May. It is true, also, that Germany was feeling the severity
of the world depression and that a bank rate of 5% was con-
sidered desirable for the domestic economy. Nevertheless, the
Reichsbank was aware of the fact that an increasing nervous-
ness and tension was brewing in international money markets.
The Annual Report for 1931 contains several references to this
general uneasiness. “ Ever since the autumn of 1930, because
of domestic and foreign political disturbances the German
money market found itself under the pressure of the with-
drawals of foreign credits which were no longer balanced by
new foreign loans.” ** “ In spite of the decreasing volume of
business, the Reichsbank found it impossible to lower its dis-
count rate [in the spring of 1931] because of the excessive
demand of the banks for support from the note bank and be-
cause of its unsafe foreign exchange position.” ** The “ un-
safe foreign exchange position ” refers evidently to the fear

26 Untersuchung des Bankwesens, Part 11, p. 454.
27 Page 4.
28 Page 6.
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of the sudden withdrawal of foreign short-term funds, rather
than to an actual shortage of gold and foreign exchange. The
dependence of the banks on the Reichsbank did not mean that
the total volume of Reichsbank credits had increased (there
was actually a decrease in amount), but that the form of
Reichsbank credit had changed. As was pointed out by the
Bank Investigation Committee of 1926-1929, the form of
credit granted by the Reichsbank is often a better index of the
true condition of the banks and the domestic money market
than the quantity of Reichsbank credit outstanding.* Since
September 1930, the average length of life of the bills dis-
counted by the Reichsbank had increased from between twenty
and thirty days to between thirty and forty days.** The amount
of foreign exchange taken from the Reichsbank instead of
from the open market had also increased, which indicated a
tendency toward the hoarding of foreign exchange on the part
of individuals and banks and increased the dependence of the
banks on the central note bank.

These facts should have been danger signs to the Reichs-
bank. When the collapse of the Austrian Kredit Anstalt
“spread like a shock throughout the world,” and as a result
the Reichsbank lost 200 million reichsmarks of gold and for-
eign exchange in the first week of June 1931, it still took no
steps to protect itself through an increase in bank rate, With-
drawals of foreign funds daily increased in amount, but the
Bank waited until June 13 before taking any action and
then it increased its rate suddenly by 2%. No one, of course,
could have foreseen the full extent of $he run on Germany;
but its seriousness must have been apparent long before
the 13th of June. Nor is it possible to argue that the Reichs-
bank was ready to abandon its tool of bank rate as a control
device, because action was finally taken, evidently in the hope
that a 2% increase in bank rate would check the amount of
foreign withdrawals.

29 Die Reichsbank, op. cit., p. 60.
30 See above, Chart I-c, p. 53.
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This use of bank rate as a tool of credit control was both
bad timing and bad psychology. It is always dangerous to
attempt to point out what would have happened had the steps
taken been quite different; in this case it is particularly dan-
gerous since the collapse of world credit in the summer of
1931 was actually a collapse of confidence in the international
credit mechanism which had all of the earmarks of a psycho-
logical panic. Nevertheless, the sudden increase of bank rate
from 5% to 7% on June 13 was a dramatic announcement to
the world that the Reichsbank was in a serious condition. Cen-
tral banks have not accustomed their public to 2% bank in-
creases. The Bank of England (always the model for the
manipulation of bank rate) usually increases bank rate by ¥2%
to 1% ; it may make several of these changes within a com-
paratively short period of time, but the changes themselves
are gradual. The Federal Reserve banks have followed suit.
International observers of the Reichsbank rate as an indica-
tion of the German situation in the summer of 1931 were,
therefore, told very plainly that the situation was very bad
indeed. The result was an intensification of the panic. Slow,
steady increases in the Reichsbank rate beginning early in
June might or might not have averted the crisis. Such increases,
however, would have meant that the Reichsbank kept its
bank rate in relationship to the development of events so that
no unprecedented increases in rate would have been necessary.

The Reichsbank was probably acting in the belief that any
increase in bank rate, given the existing nervousness in the
money markets of the world, would have precipitated the crisis.
This amounted, however, to a virtual abandonment of bank
rate as a tool of credit control.

Bank rate as a control technique was completely abandoned
by the Reichsbank in favor of credit restriction in the last week
of June. The increase in rate on July 16 to 10% was in fact
a part of the credit restriction policy. When credit restriction
was given up in favor of control through discount policy on
the first of August, the bank rate was increased to 15%.
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It is not possible to discuss the discount policy of the Reichs-
bank from August 193I to the end of 1933 in terms of the
old classical theory of bank rate. The Reichsbank, as the cen-
tral bank of the new economy that was emerging from the
ruins of the old, became one of the pillars of the new state. Its
power was tremendously increased. Together with the govern-
ment it became the owner, directly or indirectly, of the large
Joint Stock banks; it assumed virtual dictatorship over the
savings banks and the cooperatives; it brought the money mar-
ket and the capital market under its control; foreign exchange
was completely centralized in the Bank; and, through its in-
terest in foreign exchange, control over the export and import
industries was brought gradually into its hands.

The objectives of the Reichsbank remained, curiously
enough, the same objectives that had been formulated earlier
in the decade—the maintenance of the stability of the reichs-
mark, the provision of cheap credit for ““legitimate” trade,
industry and agriculture, and the rebuilding of the banking
system on lines of greater liquidity and soundness. Its discount
policy, freed from the foreign entanglements of the previous
years, was bent to serve these domestic ends.

Briefly, the discount policy of the Reichsbank was a “ cheap
money ” policy from August 1931 to the end of 1933. From
the unheard-of height of 15% on the first of August 1931,
the bank rate was rapidly reduced to 10% on August
12, to 8% on September 2, and to 7% on December 10. Dur-
ing 1932 further decreases were made, to 6% on March o,
to 5% % on April 9, to 5% on April 28, and to 4% on Sep-
tember 22. This last decrease was made with the consent of
the Bank for International Settlements and required a govern-
mental decree setting aside the provisions of the Bank Act of
1924, which required the Reichsbank to maintain its dis-
count rate at 5% if its gold and foreign exchange covering for
notes in circulation fell below the legal minimum of 40%. The
cover percentage was only 24.7% in September 1932.** The

31 Untersuchung des Bankwesens, Part 11, p. 454.



DISCOUNT POLICY 305

bank rate remained at 4% throughout the year 1933. From
September 1931 to the end of 1933 the Reichsbank rate estab-
lished and maintained its old pre-war relationship to money
market rates of interest; the Reichsbank rate became the lead-
ing rate and was used to depress the open market rates. This
cheapening of credit was a part of wider state policy. The high
interest burden borne by the German economy on both the
domestic and the foreign debt was thought to be one of the
stumbling blocks to recovery. The Reich, therefore, ordered the
lowering of all interest rates on long-term securities held within
Germany. Lower money market rates of interest were essential
to the reéstablishment of the capital market, as well as desir-
able for the stimulation of industry.

There is no evidence that the discount rate was manip-
ulated at this time either to increase or to decrease the price
level. The German index number of wholesale prices declined
steadily throughout 1931 and 1932—from 112 in July 1931
to 100 in January 1932, and to ninety-one in January 1933.
After remaining stable at ninety-one for the first four months
in 1933, it increased slowly to ninety-four in July.** The
Reichsbank policy was directed toward the price level only in so
far as decreases in bank rate during a period of depression are
supposed to stimulate business activity and hence lead to in-
creased prices. Control over prices was not left to the free
operation of bank rate and its indirect effects, but was handled
by direct price-fixing in certain industries in order to stimulate
exports.

The period between September 1931 and December 1933
was a period of transition from a free economic order to a
controlled economic and political state. An evaluation of the

32 Vierteljahrshefte zur Konjunktur Forschung, 1031, 1932, 1933. After
July 1933, the institute shifted its index number from 1913 as the base year
to 1028 as the base. The figures for the latter half of the year are, therefore,
not comparable to the earlier ones. On the basis of the new index number,
wholesale prices continued to increase in Germany during the latter half
of 1933.
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discount policy of the Reichsbank in this period belongs prop-
erly to the new order rather than to the old.

That the Reichsbank itself considered its discount policy
an inefficient tool of central bank control is proved by its readi-
ness to abandon bank rate in periods of emergency. In part,
this attitude was conditioned by the abnormalities, both na-
tional and international, surrounding the German economy in
the post-stabilization decade, and in part by the inability of the
German bank rate to lean upon open market operations. But
it was also conditionéd by the Reichsbank’s interpretation of
its own role. The Reichsbank saw its task to be one of quali-
tative as well as quantitative guidance of funds. Bank rate is
typically a method of control that affects all users equally; its
function is simply to increase or to decrease the cost of credit,
so that in periods of contraction the marginal users begin to
drop out of the market, and in periods of expansion these mar-
ginal users may be tempted back. This was not enough for the
Reichsbank, operating as the central bank of post-stabilization
Germany. Credit should be made available to “ desirable ” in-
dustries and to “ liquid ”’ banks. This belief in qualitative con-
trol was one of the reasons why the Reichsbank did not rely
more earnestly upon its discount policy.

An examination of the Reichsbank’s use of this technique
leads to the conclusion that, all things considered, the Reichs-
bank very skillfully bent bank rate to serve its own ends. With
the exception of the clumsy use of bank rate in June 1931,
the Reichsbank handled its discount policy in a manner de-
signed to achieve the greatest possible degree of success. All
things considered is, of course, an expression that covers all
of the limitations surrounding the discount policy of-the Reichs-
bank—the limitations inherent in the post-war world and
in the German situation—as well as the limitations placed
upon the discount policy because of the Reichsbank’s own
attitude toward its task of controlling the German economy.



CHAPTER IX

THE GOLD AND FOREIGN EXCHANGE
POLICY

THE gold and foreign exchange policy of the Reichsbank
was, on the one hand, directed toward the technical task of
maintaining the stability of the currency in terms of foreign
monetary units and of maintaining the legal coverage for the
reichsmark, and, on the other hand, was intimately bound up
with the discount policy and the regulation of the circulation of
money in the whole area of the Reich.

Stability of the reichsmark in terms of the foreign exchanges
was, after 1924, the basic objective of the Reichsbank. Prob-
ably an understanding of the passionate desire of the German
people for a money unit of stable value is possible only to
those persons who have lived through the terrors of an inflation.
The German public is inflation-wise. During the inflation, it
learned the significance of index numbers of prices. As the
index numbers continued to rise, slowly at first and then more
and more rapidly, it found itself able to purchase decreasing
amounts of commodities and finally almost nothing with the
old familiar marks. Any increase in index numbers of price
levels caused immediate hoarding in Germany; and hoarding,
not of paper marks, but of hard money (Scheidemiinzen) and
of foreign exchange. For, as the inflation continued, the Ger-
man public learned quickly the significance of the foreign ex-
changes. It learned, first, to watch the fluctuating quotations
of the dollar, the pound, and the franc; and later, to interpret
as national and personal disasters the continued increases in
the quotations of the mark. The dollar, particularly, since it
was at the time the most stable of international currencies, was
looked upon as the symbol of all that was desirable in a mone-
tary unit. An appreciation of this psychological reaction of the
German people to stable foreign exchanges is necessary to an
understanding of the post-stabilization currency policy of the
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Reichsbank. The international distrust of the German mone-
tary unit, which was responsible for the safeguards written
into the Bank Act of 1924, was not any greater than the na-
tional distrust. Currency stability became the cornerstone of
Reichsbank policy.

The money and banking legislation of August 1924 was
the last stage in the stabilization process in Germany. The
monetary standard then adopted was the reichsmark—a theo-
retical gold monetary unit (not coined) bearing a fixed re-
lationship to gold of 2,784 reichsmarks per kilogram of fine
gold. Tt will be remembered that currency in circulation in
Germany consisted of 1) token money, 2) Rentenbank notes,
3) notes of the four private note banks, and 4) Reichsbank
notes. Money in the form of bank deposits subject to check
consisted of 1) Giro deposits of a) the Reichsbank, b) the
savings banks, c) the private note banks, and d) the postoffices;
and also of 2) the demand deposits of the private and public
commercial banks. The German banking system does not re-
quire any gold reserve for bank deposits subject to check.
Of the four types of cash in circulation, only the Reichs-
bank note (by far the largest single element in the currency)
was required to have a gold and foreign exchange coverage
(40%). The maintenance of the gold reserve was entrusted
to the Reichsbank. The Bank was required to purchase all gold
presented to it, but it was not required to pay out gold on de-
‘mand until the change in the Bank Act of April 19, 1930.

The task placed upon the new Reichsbank in 1924 was not
an easy one. It was to retire the rentenmark from circulation
as rapidly as it could acquire sufficient gold, foreign exchange,
and bills to cover its own bank notes, which were to take the
place of Rentenbank notes; and it was to maintain the gold
parity of the new reichsmark. At the end of August 1924, the
Reichsbank had practically no gold and foreign exchange, but
the Dawes Loan in October of that year (800 million reichs-
marks) provided the Bank with sufficient reserves to start
operating on the new gold basis.
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From the outset, the Reichsbank took the position that the
central bank was obliged to pay out gold as well as to buy
gold if it wanted to maintain the stability of the reichsmark
in terms of the foreign exchanges. It also believed that the
legal requirement of 40% gold and foreign exchange cover for
its own notes was not sufficient to guarantee gold redemption
of all the money in circulation; it believed that it was partic-
ularly important to maintain a gold reserve sufficient to cover
the Rentenbank notes as well as its own Giro deposits.* The
attainment of these objectives in the face of its own shortage
of gold and foreign exchange required the Reichsbank to
center its attention on the actual building up of its gold
holdings, and on the protection of its gold and foreign ex-
change coverage. The problems connected with acquiring and
protecting gold and foreign exchange were problems that
occupied the Reichsbank from 1924 to 1933. Active manage-
ment and control on the part of the Bank was essential at all
times because of the narrow margin upon which the Reichs-
bank operated and because of the vulnerability of the Bank
which arose out of the presence or absence of foreign funds
in the Berlin market. It was no idle statement of Dr. Schacht’s
when he said, “ Come over to Germany and show us how to
run a bank without money.”

THE GoLp AND ForREIGN EXCHANGE PoLicy, 1924 TO 1926

From October 1924, when the new gold reichsmark was
introduced, to August 23, 1926, the Reichsbank kept the
reichsmark pegged to the dollar at the rate of 4.2 reichs-
marks to one dollar.> During the year 1924, many of the for-
eign exchange restrictions that had been put into effect dur-
ing the stabilization of the currency remained in force. These
restrictions centered the foreign exchange business in the

1 See above, Chapter II, p. 46.

2 The Reichsbank had kept the rentenmark stable by pegging it to the
dollar at the same rate. The transference from rentenmark to reichsmark
meant no shift in the value of the German monetary unit.
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Reichsbank, placed limits upon the amounts of foreign ex-
change that could be allotted, and also restricted the uses
to which it could be put. The Gold Discount Bank (operating
in terms of the pound sterling) relieved the Reichsbank of a
large amount of the foreign exchange business that it would
otherwise have had to assume. After gold stabilization and the
Dawes Loan, private foreign capital began to come into Ger-
many, comparatively slowly in 1924, but more and more rapidly
thereafter. Although a large part of the foreign exchange
still continued to come directly to the Reichsbank, the Bank
took steps to reopen the spot foreign exchange business of
the money market banks. The Reichsbank undertook to buy
and sell dollar exchange at the fixed rate and, at the same time,
prevented the establishment of forward exchange contracts
in foreign exchange other than dollars on the part of the
money market banks.® This had the effect of making dollar
exchange more attractive to exporters and importers and to
the banks that were beginning to receive foreign deposits.
From the standpoint of the Reichsbank, it had the effect of
increasing its supply of doilar exchange and simplifying its
task of pegging to the dollar. The policy of credit restriction
was in force during 1924 and 1925, and, as a part of credit re-
striction and foreign exchange control, the Reichsbank laid
down the rule that all businesses that borrowed in foreign
markets should be able to furnish foreign exchange to repay
their foreign borrowings. As was brought out in Chapter VII,
this qualitative guidance of foreign funds into the export in-
dustries was an integral part of Reichsbank policy during the
years 1924 to 1931. It was, however, effective only as long
as the Reichsbank kept foreign exchange centralized in its own
hands and, as a part of its credit restriction policy, placed re-
strictions on the users of foreign exchange. Nevertheless,
within the limits of credit restriction the Reichsbank met all
demands for foreign exchange after June 4, 1924, kept the

3 Annual Report of the Reichsbank, 1924.
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value of the reichsmark stable at its dollar parity, and bought
all of the foreign exchange presented to it.

The influx of foreign funds during the years 1925 and
1926 enabled the Reichshank to increase its gold holdings. The
majority of funds came into Germany in these years in the
form of foreign exchange. In order to maintain the legal gold
requirement the Reichsbank was compelled to sell a portion of
its foreign exchange in foreign markets for gold. This gold-
buying policy of the Reichsbank was carried through without
a disturbance of the foreign exchange rates and was made
possible by the active cooperation of other central banks. At
the same time, the Bank was gradually relinquishing more and
more of its foreign exchange business to the open money
market and easing its policy of credit restriction. Credit re-
striction was abandoned altogether at the beginning of 1926.

For the first time, in 1926, the Reichsbank felt its own
helplessness in the face of the continued influx of foreign
funds. During this year, more foreign exchange was presented
to the Reichsbank than bills for rediscount. As was pointed
out in Chapter IV, a large proportion of foreign currency de-
posits was transferred to German banks through cable trans-
fers and drafts; a smaller proportion was transferred through
foreign bills of exchange. The Bank was compelled, therefore,
to sell some of its foreign exchange in foreign markets, not
only for gold, as it had done before, but also for the purchase
of foreign bills “in order to have the necessary bill and check
cover available in foreign bills if domestic bills were not to
be had.” * Nevertheless, the Reichsbank was able to maintain
the stability of the reichsmark through buying and selling

4 Ibid., 1926. This purchase of foreign bills rather than gold was actually
an expression of preference on the part of the Reichsbamk. Its cover had to
be made up of gold, foreign exchange and a certain type of bills of ex-
change. The minimum gold and foreign exchange cover was set at 40%,
but the maximum was, of course, unlimited. Foreign bills gave the Reichs-
bank an opportunity to control the foreign exchange market and also per-
mitted the Bank to earn a profit on its assets ; they were therefore more desir-
able than gold.



CONTROL POLICIES OF THE REICHSBANK

312

-~
<\

op~

or

03’

0g*

!
1
]
| e
H !
! 1
t
{ ! -
| t
{ I
~ []
w N \\\/{x/l./\.l\/— \/\»/, A faX /] ‘ /— \“ —
_.KDUZ\\II\/ PN . VY NN I
o ] % /\It\i ¥ / ~ o
v 4/\\ —
.._____.___ ._____:_E __..____._ :_.__:_F. ___Z__._: _L.__.l: .L.___L__ .L..___—_. ___.._.._._ _.__.—:_:
€e 61 2¢61 1€6I1 Q€61 6261 83561 L3261 9361 S36T 361

€e-pg61 ‘NITamg NI SNOILVIOAD ¥VTIO(] ANV ANN0g ‘JA I¥VHD)

(XLIMVd WOHA SNOLLVIAHQ)

Zo



GOLD AND FOREIGN EXCHANGE POLICY 313

dollar exchange on the open market. The Reichsbank, as the
largest single holder of foreign exchange, was able to use its
surplus as a control device. Its open market foreign exchange
operations generally consisted in selling dollar exchange at
4.20 in the open market in order to acquire sufficient funds for
its ultimo finance and, after the month-end settlement day was
safely past, to rebuy dollar exchange.® This operation suc-
ceeded in eliminating foreign exchange rate fluctuations which
might have resulted from variations in the stream of foreign
funds, and it also served to check, to some extent, the in-
creased circulation of bank notes. The open market purchase
and sale of foreign exchange was used regularly by the Bank,
but its effect on the flow of foreign funds was, of course,
limited by the Bank’s holdings of foreign exchange. Until
August 23, 1926, its open market buying and selling was
pegged to the dollar. While theoretically it abandoned the dol-
lar in 1926 and thereafter permitted foreign exchange rates
to fluctuate with supply and demand, the dollar always re-
mained the guide to Reichsbank policy. An examination of the
dollar and pound quotations in the Berlin market (Chart VI) ©
brings out the close dependence of the reichsmark on the dol-
lar. The Reichsbank refused to permit the reichsmark to de-
viate very widely from dollar parity and maintained reichs-
mark stability in terms of the dollar by active foreign exchange
operations in the open market.

THaE GoLp aAND ForEleN ExcHANGE PoLICY, 1927 TO 1928

In an effort to discourage foreign borrowing, the Reichs-
bank lowered its discount rate in January 1927. The immediate
effect of this decrease was a falling off of foreign funds for
the first six weeks of the year. Thereafter, although foreign
short-term capital came into Germany for use on the stock
market, the gold and foreign exchange holdings of the Reichs-

5 Die Reichsbank, op. cit., p. 77.
6 Plotted from statistics in Statistisches Jahrbuch fir das Deutsche Reich,
1024-1933.
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bank were under a constant drain because of the large adverse
trade balance, the necessity of service and amortization charges
on foreign loans, and because of reparations. The action taken
by the Reichsbank in May 1927, in “advising ” the banks to
become more liquid, resulted in their repaying large amounts of
foreign short-term loans. Altogether, the gold and foreign
exchange reserves of the Reichsbank were submitted to heavy
pressure. The gold export point for both the dollar and the
pound was reached early in 1927, and the foreign exchanges re-
mained unfavorable to Germany until late in June. During this
period, the foreign exchange open market policy of the Reichs-
bank failed to turn the exchanges in its favor, although the
Bank sold one billion reichsmarks of gold and foreign exchange
on the open market.”

In the latter half of 1927, because of the return of foreign
funds, the exchange rates on the dollar and the pound dropped
to the gold import point. The Annual Report of this year con-
tains the non-committal statement that, as the ““ possibility ”” of
foreign loans coming into Germany in the form of actual gold
began to loom on the horizon, the Reichsbank decided to take
gold only at the legal price of 2,784 reichsmarks per kilogram
of fine gold.” ® In this instance, the increase in the Reichs-
bank’s buying price for gold was a control policy that was
supplementary to its discount policy. It will be remembered
that the Reichshank m<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>